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ECONOMIC VALUE VS. ORIGINAL COST — 

A DISCUSSION OF BASES FOR CALCULATING EARNINGS 
by HAROLD G. AVERY 

Although concluding that cost is the most serviceable basis so far de- 

vised for asset values on which to compute company earnings, the author 

of this article gives serious attention to several alternative concepts 

based on the concept of economic value 


THE DEPRECIATION DILEMMA 
HAS MORE THAN TWO HORNS 

by FRED J. SENGSTACKE 
The present author finds that accountants have much unfinished business 
in the area of depreciation and comments on the ever-increasing signifi- 
cance of fixed asset investments, alternative concepts of depreciation, 
current practices, and proposals to base provisions on cost indexes 


DEPRECIATION ACCOUNTING IN THE 

ATOMIC ENERGY COMMISSION by JOHN R. CROXALL 
In furtherance of accounting objectives of the A. E. C., which include 
industry-type costing, the commission is served by depreciation accounts 
but these are separate from appropriation cost accounts and are main- 
tained in detail only so far as required for costing manufactured prod- 
ucts. Considerations leading to this alternative are presented in this 
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Economic Value vs. Original Cost — 
A Discussion of Bases For Calculating Earnings 


by HAROLD G. AVERY 


T” PROBLEM DISCUSSED HERE is the propriety of substituting economic for 
accounting or book value, assuming that the latter concept is based upon 
original or historical cost. The question is whether original cost shall continue 
to serve as a basis for the determination of profits in our business economy or 
whether book costs shall be restated in current dollar values for the purpose of 
calculating the earnings of the enterprise. 

The notion of accounting value based on original cost rests on the premise of 
a relatively stable monetary system, especially in the evaluation of long-lived, 
fixed property. Rapid and wide changes in the general price level with their 
concommitant variations in the purchasing power of the dollar have serious effects 
not only on the historical cost concept, but also on other fundamental economic 
and legal conventions, such as contracts, inheritance, taxation, and property rights. 


Cost Basis Stands Up But Investigation of Others Is Warranted 


A stable monetary system is an economic abstraction. One speaks of a stable 
monetary system only when our economy experiences a long period of relatively 
stable price relationships and, as long as relative price stability exists, there is 
no need to substitute a new evaluation program for an old established one. 
Although our present price structure appears to be relatively unstable, inflation 
at the moment is not of sufficient magnitude to warrant the rejection of original 
cost as an objective basis for conventional accounting. 

This apparent contradictory position needs a few qualifications. It does not 
preclude continued experiment and thought in trying to discover new evaluation 
principles and conventions. It does not deter the recommendation and study of 
new techniques designed to arrive at a fairer and more reasonable basis for profit 
determination. New methods of allowing for depreciation where plant additions 
are fairly uniform over the years tend to offset the differences between deprecia- 
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tion computed on current value and depreciation computed on original ¢ ‘ 
The granting of higher rates of return (in the case of utilities), the substity 
of a basis for measuring depreciation expense under which increased 


are allowed for income tax purposes in the earlier years of the plant's life, pes 
the use of appraisals when original cost values lose their significance—all of — 


these, to name a few, should be given further trial and consideration before” 


renouncing accounting values based on original cost. Further analysis can be 
given to the evaluation of fixed assets on a plant-wide basis, whether the plant as 
a whole is a growing, stable, or regressive unit. Obviously, if a sustained period 
of rapid and drastic price inflation takes place, the present original cost doctrine 
will have to be abandoned because accounting results will have lost all meaning, 
but it must be remembered that other institutional concepts in the economy also 
will become obsolete. 

On the other hand, there is an uncertainty inherent in the re-statement of 
book costs in terms of current values. There is the possibility that it might 
become necessary to discard historical cost at some future date because of de- 
creased earnings attributable to overstated depreciation charges as a result of 
prolonged declines in the price structure. As an extreme example, the U. § 
Industrial Alcohol Company in 1933 (25 years ago), according to its annual 
report, reduced its fixed asset valuation to $1, which, on December 31 of the 
previous year, had been carried at a net valuation of $19,301,044. This write- 
down had the effect of eliminating all depreciation charges and thus of increasing 
apparent (economic) profits. Although the report to the stockholders suggested 
that this understatement of asset values was a conservative course, the action of 
the board did distort the plant valuation figure to such an extent that the nominal 
value seemed extremely unreasonable. 

There still persists in this country two economic doctrines that receive wide 
respect and consideration: that of the economists who believe in the theory of 
the business cycle and who have an implicit feeling that the future will have its 
temporary price peaks and valleys and the doctrine of economists who are of 
the opinion that our economy is headed for a long period of relatively mild 
inflation without any significant decrease in our present price structure. The 


latter group argue that, because of the government's fiscal policy which is com ~ 
mitted to the return of full employment, farm and other subsidies and increased ~ 


national defense, together with rigidity of the price structure as a result of ~ 
built-in wage and fringe benefit expenses, our economy will experience a futute 


of general price increases. 


6 N.A.A. BULLETIN 


r 





Bg, 


aR RP RE Ra SF 


What Application of Economic Value Involves 


The New York Telephone Company sought permission from the New York 
State Public Service Commission in a petition filed November 30, 1953, to 
increase certain rates and charges for the purpose of supplementing its revenues 
by $68,850,000. The case is unusual for several reasons. The Company did 
not ask the commission for permission to change the structure of its accounts 
neither did it ask for a change in the tax laws. The company endeavored to prove 
its claim for a rate increase by basing its arguments purely on theoretical eco- 
nomic grounds. The reasoning in the case can be resolved under three main 


tenets: 


1. Fixed asset values should be restated in current dollar values in 
order that the earnings of a company’s stock, either old or new, will 
be more nearly consistent with the economic value of the property 
than with its historical cost. 


. The earnings of a company should be sufficient to attract new 
capital on a basis that is fair to its present and past investors alike, 
including compensation for decrease in the value of the monetary 
unit, such as the unaccounted for costs of economic depreciation. 


The rate of return should be commensurate with returns on invest- 
ments in other enterprises having corresponding risks, especially in 
the case of regulated utilities as compared with unregulated manu- 
facturing concerns. 


These premises are based upon economic doctrine rather than present account- 
ing conventions. Economic value is measured in terms of economic profits 
rather than accounting book profits; economic depreciation is an attendant factor 
of economic value in so far as the evaluation of fixed assets is concerned. The 


1Case No. 16548, New York State Public Service Commission, In the matter of the 
Proceeding on Motion of the Commission as to certain proposed increases in the rates and 
charges of the New York Telephone Company. (Testimony references were made in Jan- 
uary, February, 1954). After the hearing the Commission contended that the proposed 
increases were not justified and in August 1954, directed that the Company cancel its tariff 
filing. Thereafter, the New York Telephone Company brought the matter before the Courts 
of New York State, and eventually the Court of Appeals in February 1956, remanded 
the matter to the Public Service Commission for a new hearing, on the grounds that the 
Commission had erred in not receiving evidence pextaining to reproduction cost. Later on, 
in November 1956, the Company filed a petition requesting an increase of $55,321,000 in 
rates, and the Commission reopened the above case in accordance with the direction of the 
Court of Appeals. (A discussion of the reopening of Case No. 16548 follows later in 
the paper.) Meanwhile, the Commission granted the Company two interim increases: 
one for $8,052,000 in December 1955, and another for $15,745,000 in July 1956, or a 
total of $23,797,000, mainly to provide for increased operating expenses as a result of the 
establishment of new wage schedules. 
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first two tenets pertain to economic value and economic depreciation d 


independently of the third facet which relates to the corresponding risk cone 


Let us examine these premises. 

Basically, accounting conventions are established to refine the method of 
record keeping—an art which serves as a guide for making management decisions 
and for reporting stewardship. Conventional accounting comprises a set of book 
figures from which reasonable conclusions can be drawn. Accounting data may 
be interpreted variously by different groups of individuals; in fact, one purpose 
of the accounting records is to furnish a benchmark or starting point from which 
these people can measure the productive (or profitable) performance of an 
enterprise, a measurement in absolute amounts that can be judged in terms of 
reasonableness from the point of view of diverse social interests. It is believed 
that accountants generally are not opposed to the various meanings as applied to 
cost—one of which is the economic interpretation—in so far as economic value 
does not become a part of the bookkeeping record. 

Since 1940 it has been argued that the earnings reported by corporations and 
other business units represent only book or accounting profit as distinguished 
from the true economic profit of the enterprise. Economic profit is defined “as 
the amount remaining from total sales and revenues after all costs approximately 
assignable to such sales or revenues are met, including the equivalent in current 
dollars of the physical assets—inventories and plant facilities—that are used up 
in production.”"* Consequently, in order to determine economic profit, it is neces 
sary to state revenues and costs in dollars of like purchasing power. Since 
revenues are measured in current dollars, costs pertaining to inventories and 
plant assets must be restated in terms of revenue or current dollars. Thus, t 
has been alleged by many economists that, during the post-war period, the re 
ported earnings of companies have exceeded their economic profits because of 
conventional accounting methods, particularly in the case of long-lived assets 
which are carried on the books at original cost and depreciated accordingly. 


Purpose of Depreciation 


The purpose of depreciation from an accounting point of view is to allocaté 
original cost, not economic value allocation. One writer has recently stated that 
depreciation accounting, “is merely to distribute the cost as a charge to opera: 

cs 


2 [bid., testimony of Mr. George Terborgh, p. 318. 
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tions over the useful life of the asset in ‘a systematic and rational manner.’ "* 
Depreciation accounting based on original cost does not serve to maintain the 
plant property at a high level of efficiency, to provide funds for an expanding 
plant, to protect the credit of the company and the integrity of the investment, 
or to maintain unimpaired the present value of the property. Historical cost 
measures the dollar value of the investment at the time it was first devoted to 
the service for which it was intended. From that point on, the investment in 
fixed assets, together with all other investments in the business in terms of stand- 
ard money, are subject to all the risks of the universe, including changes in the 
value of money. No one can deny that inflation will result in losses in the pur- 
chasing power of money sunk in capital equipment, whether provided by creditor 
or stockholder. The only way these losses can be recouped is in the market 
place by increasing prices to cover the economic costs of the service. Replace- 
ments which have to be made in terms of inflated prices are effected from addi- 
tional capital funds obtained from owners and creditors alike. Depreciation, 
from the accountant’s standpoint, is not an insurance cost for the risk of losses 
resulting from the decreased purchasing power of the dollar: neither is it a 
means of measuring the gains resulting from the increased value of money. De- 
preciation was never meant as an accounting device to provide additional new 
capital (in terms of current dollars) for the enterprise but has been merely an 
accounting technique formulated to spread the original cost of the investment 
in fixed capital over its useful life. 

At this point, it should be mentioned that, while professional accountants 
generally have retained the position that the purpose of depreciation is to allo- 
cate original cost, there are still other accountants who believe that the purpose 
of depreciation is to record the value of the property consumed in each account- 











it : : 
a ing period. Thus, the problem of cost versus value in accounting is a current 
ol one and must be reviewed consistently in order to keep all considerations per- 
m taining to it in their true perspective. 
assets 
: Measurement of Economic Value 
A second aim for substituting economic value for original cost is to enable a 
company to attract capital for current needs and for the expansion of fixed prop- 
llocate ao 
that 'The Journal of Accountancy, July 1958, “Accounting and Auditing Problems,” edited 
d ; by Mr. Carman G. Blough; the article also states in the same paragraph preceding the 
opera: ibove quotation: “To an accountant the cost of a depreciable asset is merely a prepaid 
_ §& “pense or a deferred charge to future operations, the same principle as the cost of an 
insurance policy, the cost of research and development properly chargeable to future 
periods, or the cost of a leasehold,” p. 79. 
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erty on terms which are fair to the present owners of the business. In org 
maintain the integrity of the investment in long-lived assets, they must be me 
ured in terms of the purchasing power of the dollar. The problem here is how 
to measure the preservation of capital in terms of purchasing power when one 
period in time must be compared with another, say 1940 and 1958. This prob 
lem contains two variables: physical attributes attached to the asset and the 
capital investment to procure the asset in terms ef money. Pe 
Suppose an investor in 1940 could command a new Cadillac automobile Ail 
$2,500. In 1958 his money, which he recovered from his 1940 investment (ag 
suming depreciation on an original cost basis), could command an automobile 
better in quality and performance than the 1940 Cadillac. Again, by adding 
another $2,500 to his investment, he could purchase a new 1958 Cadillac for 



















































$5,000 which, in the layman's opinion, would have better than twice the per . 
formance value of the 1940 Cadillac. There has been a technological improve th 
ment in the construction of automobiles but, even so, those who argue for the of 
adoption of economic depreciation believe that the gain in technology has not nc 
been able to offset the loss suffered through inflation. There might come a time ne 
when this appears true, but one is still brought back to the main question to | 
solve: how is the relative stability of the purchasing power of money measured? kik 
There are three methods which have been advocated to measure economic ele 
profits or the earnings on a committed investment, namely: (1) the use of in to-c 
dex numbers, (2) the maintenance of purchasing power, and (3) the concept mill 
of service capacity. Up to the present time, the use of index numbers seems te kilo 
be the only practical solution for measuring the changing value in the purchae snd 
ing power of money. ag preci 
The purchasing power doctrine is, “that earnings to which an investor is dis 
entitled should be based on the units of purchasing power which he has com 
tributed.”* The purchasing power approach would apply to the bondholders Pu 
contribution as well as to the investment of the stockholder. Purchasing 
cannot be measured except by use of an index number of some kind. In th ye 
case, one type of general price index would be used to measure the tion by 
the value of the dollar, and another type—presumably a capital co 
; : Watt-h 
index—would be used to measure the purchasing power of the <a 
contributed. tem 
The service capacity concept, briefly stated, means that “‘earnings (of ol Itis 
investors) must be sufficient to provide, for each unit of service capacity, tae 
4 Case No. 16548 New York State Public Service Commission, etc., tes atk 
O. T. MacMillan, p. 785. Ibid, 
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same return which prospective investors demand on the investment required to 
provide an equivalent service capacity unit.”* Otherwise, new investors acquire 
title to a portion of total earnings greater than their share of service capacity 
added in case of cheaper dollar investments. There is some merit in the service 
capacity approach, as its measurement is based on a unit of output rather than 
the medium of exchange. However, this concept has not been developed to any 
great extent in the United States because inflation has not been of such a severe 
nature as to seem to require it. 


Economic Depreciation 


In periods of rising prices, it is obvious that book depreciation does not meas- 
ure the true economic cost in furnishing the product or service of the company; 
thus, the argument runs, economic depreciation should be calculated in terms 
of the value of property based on current dollars in order to measure the eco- 
nomic cost of the plant’s output. This reasoning, however, also has its weak- 
ness. Let us examine a Case in point. 

An older pre-war (1940) electric utility plant has a book cost of $120 per 
kilowatt, with a recent operation and maintenance cost (1954) of generating 
electric energy at approximately 7 mills per kilowatt-hour. A newer, more up- 
to-date plant was constructed (1954) at a cost of $200 per kilowatt, with a 31, 
mills operation and maintenance cost per kilowatt-hour output. (The costs per 
kilowatt-hour above do not contain any elements of costs for depreciation, taxes 
and rate of return.) However, if the costs for operation and maintenance, de- 
preciation and taxes for generating a kilowatt-hour of electric energy at the 
older plant (at original cost) are combined, there is a likelihood that the total 
cost will be greater than the combined elements of costs of the newer plant. 
Since the older plant was constructed at prices which were lower than those at 
present, book depreciation will not measure the economic cost of furnishing 
electric service in terms of 1954 dollars; therefore, should economic deprecia- 
tion be recognized as an operating expense, the total cost of generating a kilo- 
watt-hour of service at the older plant will be further increased, and the disparity 
between the combined elements of costs of the older and newer plants would 
become wholly unrealistic. 

It is contended that the book recognition of economic depreciation will tend 
to aggravate the perplcxity that already exists in shifting back and forth between 


‘ Ibid., 788. 
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economic and accounting concepts. It does not seem quite fair to burg a 
present consumers with economic depreciation allegedly contained in on ed 
utility unit without in some measure giving them the benefit of the lower costs 
resulting from the operating of a more modern and efficient plant. 

There is also the problem of measuring the relative efficiency between the 
older and newer units of property because of certain physical characteristics and 









accounting limitations. 







Commensurate Returns 






The idea of commensurate returns was brought out by the U. S. Supreme 
Court decision in the Federal Power Commission v. Hope Natural Gas Compan 
case*. Under this concept, the earnings of a public utility should be commen 
surate with returns in other enterprises having corresponding risks. The essence 
of commensurability implies the measurement of values emanating from com 






























mon units, a premise which would be difficult to apply in comparing one indus f 
try with another, and even more difficult as between a regulated utility and am th 
unregulated manufacturing concern. The Hope case, however, did not hold fa 
that original or any other kind of cost be used to measure commensurate retums th 
but indicated that costs should contain service on the debt and dividends on the 
stock in sufficient amount to maintain the credit and to attract capital. ne 
the 
Shift of Position in the Telephone Case On 
per: 
In the reopening of its case’ for additional revenue, the New York Tée tion 
phone Company in its petition requested a tariff increase of $55,321,000 and of a 
urged that the fair value of the company’s property be based on reproduction ever 
cost, for rate-making purposes. The company abandoned the argument thatis poin 
ct > is th; 
® 320 U. S. 591 (1944). of ye 
7 Case No. 16548, New York State Public Service Commission, In the Matter of . 
Proceeding on Motion of the Commission as to certain proposed increases in the ame 
charges of the New York Telephone Company, opinion of Commissioner Spencer B. chasin 
and approved by the Commission, October 10, 1957. The Commission 
pany an increase in tariffs of $33,000,000 annually, based on a 642% return On rent ¢ 
base consisting of its net property account on original cost plus working Prices 
than the previous maximum figure of 6%. Thus, in November 1953, the New Yi 
phone Company set out to obtain an increase in tariffs of $68,850,000. Almost (1958 
later, the company had received rate increases in the amount of $56,797,000; but = 
its testimony to establish a rate base evaluated either in terms of the purchasing par 8S¢. 






of money or on reproduction cost. 
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fixed property be revalued in terms of the decreased purchasing power of the 
dollar. This change in reasoning was probably the result of the decision of the 
Court of Appeals in remanding the case back to the commission for rehearing 
on the grounds that the commission failed to recognize the company’s evidence 
on reproduction cost. In its final disposition of the case, the commission based 
its decision for granting tariff increases on original cost, after giving due con- 
sideration to the concept of reproduction cost. 

In 1929 when the courts upheld the doctrine that rate bases might include 
properties evaluated on a reproduction cost basis in the O’Fallon Railway case,* 
the advocates supporting this principle may be said to have reached their zenith 
in this century. Since that time most regulatory commissions have turned to the 
original cost doctrine and, during the period following the Second World War, 
many attempts to break the original cost rule have failed. Exceptions can be 
found where Commissions are authorized by the courts to give consideration to 
the “present as compared with the original cost of construction” as laid down 
in Smyth v. Ames (169 U. S. 466) in 1898 when the court outlined the criteria 
for a fair return on the fair value of property. Public Service Commissions 
throughout the United States have been increasingly accepting the concept of 
fair value because of the inflationary factors in our economy, with the result 
that at present there are a number of so-called “fair value” states in the Union. 

Cost of reproduction has two connotations. On one hand it refers to the cost 
necessary to replace the identical property new, at the present time, which means 
the repricing of the fixed assets as they exist today in terms of current dollars. 
On the other hand, it implies the cost necessary to construct a plant that wili 
perform the same service, regardless of whether the structural form and loca- 
tion of the asset remain the same. Sometimes this latter concept is spoken 
of as cost of replacement to distinguish it from cost of reproduction. Which- 
ever meaning is adopted, its application involves the choosing of a particular 
point of time to make the evaluation, such as July 1, 1958. The weakness here 
is that the approach ignores price trends and average costs taken over a period 
of years. Moreover, the concept of reproduction cost seems to be similar to the 
issue calling for the revaluation of fixed assets on the basis of the relative pur- 
chasing power of the dollar, since the re-pricing of the property is made in cur- 
rent dollars. If the period in which the property is revalued is one in which 
prices are higher than when the plant was first devoted to its intended purpose 
(1958 as compared with 1940), obviously the replacement of the property at 


St. Louis & O'Fallon Railway v. U. S. (279 U. S. 461). 
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the present time will be more in terms of dollars because of increased material 
and labor costs. 

In order to determine the net cost of plant, it is necessary to consider accrued 
depreciation on either original or reproduction cost. There is little accounting 
difficulty in estimating the amount of allowance for depreciation to be deducted 
from an original cost base. Although the arithmetic computation of accrued 
depreciation on reproduction cost does not become more involved than the com- 
putation of the allowance on an original cost basis, complexities are encountered 
in the determination of the amount of observed accrued depreciation, at the time 
of evaluation. 


Cost the Best Present Reliance—Noft the Last Word 


Value has many meanings. The problem discussed above concerns the pecuni- 
ary amount to be attached to value for accounting and bookkeeping purposes. 
Original cost is one conventional method that can be used as a basis for value. 
If assets are acquired by gift or original cost values need adjusting for insurance 
purposes, current appraisals are in order. Assessment values also are required 
for tax purposes. Then there are those who hold that economic values should 
be established in the accounting records when the latter do not conform to the 
realities of life—revaluation of dollar amounts upward in case of an inflationary 
era and revaluation downward in periods of depression. 

Land and a few intangible assets do not have the same problem as assets sub- 
ject to depreciation, amortization, or depletion. The problem is made more 
complex in the latter instance, since one has to recognize the decrease in the 
monetary value of the asset because of its use, obsolescence, or waste. For ex- 
ample, is the purpose of depreciation to allocate cost or to provide for the re- 
placement of the asset in current dollar values? The contention in this paper 
is that some benchmark in the accounting records has to be maintained and, for 
the present at least, original cost seems to be the best criterion. 

This conclusion does not infer that original cost as an accounting doctrine 
should be the final word in the evaluation of plant assets; neither does the conm- 
clusion ascribe to the position that original cost be made dogmatic by formula. 
Economic value, whether determined by indexing original cost figures, capitaliz- 
ing income, or measuring the relative purchasing power of money, has its merits 
as a management guide for financial and regulatory decisions. However, to 
accept this concept as an accounting convention makes for more confusion i@ 
the bookkeeping records than its adoption would mitigate. 
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The Depreciation Dilemma 
Has More Than Two Horns 


by FRED J. SENGSTACKE 


meng Is A SUBJECT that accountants have paid relatively little atten- 
tion to until recent years. The depreciation methods to be used have been 
selected, schedules have been set up and journal entries prepared, all in a some- 
what abstract manner. The numbers on paper have been more important than 
the facts concerning pieces of machinery or equipment. The attitude seems to 
have been: depreciation cannot really be determined accurately anyway, so why 
bother? This attitude has now undergone a fundamental revision and many 
thoughtful people have started to question the existing techniques of accounting 
for determining depreciation. 

Depreciation has become an increasingly significant item in manufacturing 
costs, a trend which has been particularly in evidence since World War II. 
Among the reasons for this increased importance of depreciation are the con- 
tinuation of the long-term trend to greater mechanization and, in many in- 
dustries, an acceleration of that trend. The development of technological im- 
provements has, in turn, speeded up the rate of obsolescence, with the result 
that many items of equipment which can still perform their intended function 
can no longer be used economically. Obsolescence also affects entire processes 
and products. The obsolescence of both product and equipment has a com- 
bined effect when new, highly-automated, special-purpose machines are used 
for the manufacture of a specific item. 

In such situations, when the product’s economic life is through, the entire 
unit may be obsolete, whereas only a few and less expensive pieces of equipment 
would have become obsolete if automation had not been applied. There is no 
reason to believe that these trends will reverse themselves. Instead, they are be- 
coming more and more a part of our everyday lives and we tend to accept them 
as commonplace. Certainly manufacturing facilities in the year 2000 will require 
more investment in machinery and equipment per dollar of sales than is the 
case today. 








FRED J. SENGSTACKE, New York Chapter, 1946, is a partner in Scovell, Wellington and 
Company, New York, N. Y. Mr. Sengstacke currently serves as President of New York 
Chapter. 
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cerning the handling of depreciation as an expense, but the over-all problem 
becomes even more significant when we consider the effects of inflation, which 
has been continually with us for at least the last fifteen years. Inflation is the 
heart of the present depreciation dilemma, for present accounting practice de- 
preciates the dollars used to buy the asset over its life, regardless of what the 
same number of dollars would buy today. This has led many companies and 
executives to question the acceptability of depreciation methods for determining 
profit, the amount of income taxes owed, product costs, or in the comparison 
of alternatives in selecting and replacing depreciable assets, and to ask whether 
depreciation charges are fulfilling their function of providing funds for replace. 


ment of equipment. 


The Problem of Asset Lives and Incidence of Depreciation 


In one sense, the depreciation dilemma has always been with us. We have 
always been faced with the problem of determining how much of the total 
cost of a long-lived asset is applicable to each accounting period. This is not an 
easy question to answer, even without the complications of inflation. The first 
problem that arises is determination of the useful life of the asset. Most in- 
dustries have settled for the use of management judgment or the periods of life 
suggested by the Internal Revenue Service. Utility companies are one outstand- 
ing exception to this. Many studies have been made concerning the useful lives 
of items such as telephone poles, etc. Within most industries, however, the 
problem is complicated by the fact that the specific kind of asset is not replaced, 
and history or detailed analysis of history would only provide a broad indication 
of service lives. 

Obsolescence complicates the problem further. It is certainly difficult to judge 
how long it will take before someone will come up with the bright idea that 
will make one’s equipment obsolete. The problem of a small company in this 
report is perhaps more difficult to resolve satisfactorily than that of a large one 
Within a large company, reliable history will often be available, and errors ia 
judgment on one asset or a group of assets will be offset to some degree by 
opposite errors on others. 

As we have had to make assumptions as to the length of life of an asset, we 
have also made assumptions concerning the way in which the asset depreciates 
The choices of methods have generally been limited to the straight-line method, 
which assumes that depreciation takes place at a uniform annual rate; the output 
method, which assumes that depreciation is proportionate to the use of the 
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machine or facility; and the accelerated methods, declining balance and sum-of- 
the-years’ digits, which assume that the greatest amount of depreciation takes 
place in the early years of an asset's life. Which of these methods actually rep- 
resents the facts? It would seem obvious that, if depreciation is a real cost, each 
of these methods cannot be true for the same asset. Most people would agree, 
[ am sure, that an automobile tends to depreciate, at least in value, in a manner 
similar to declining balance. But if one has sold a 20 year old house lately and 
is faced with the possibility of paying a tax on the gain, he may argue that the 
house did not depreciate at all. 

Accounting practices in depreciation have always been strongly influenced 
by the income tax laws, and the broad provisions of the Internal Revenue Code 
of 1954 have encouraged the use of accelerated depreciation methods. The 
general viewpoint seems to be that depreciation deductions should be taken 
taxwise as soon as possible. This approach has the advantage of generating cash 
earlier, and helping to avoid the problem of years when there are insufficient 
profits to absorb deductions and of possible changes in tax law or administration. 
It is also true that, if a company continues to grow and replaces depreciable assets 
at a fairly steady rate, it will not be faced with the problem created by accel- 
erated depreciation, i.e., of low depreciation amounts in the later years of an 
asset's life. If the company expands and increases the gross amount of its de- 
preciable assets, additional tax savings occur. Only in the event of some liqui- 
dation of depreciable assets will the tax savings be lost. 

Since it is true that, if the liquidation or shrinkage of the business is excluded 
and tax rates remain substantially the same, declining-charge depreciation 
methods yield a tax advantage, only a few companies in question have recognized 
a deferred liability in their balance sheets for tax savings resulting from these 
depreciation methods. (Accounting Research Bulletin No. 44 of A.L.C.PVA., 
revised in July 1958, recommends that accounting recognition be given to de- 
ferred income taxes if the amounts are material, in situations in which declining- 
charge methods are adopted for income-tax purposes but other methods are used 
for financial accounting purposes.) It has even been argued that accelerated de- 
preciation methods and their consequent effect on taxes represent a solution to 
the problem of retaining sufficient funds in the business in order to maintain and 
replace facilities. 


Viewpoints on the Function of Depreciation 


Before considering this question, however, we should identify the several 
points of view that apply to the problem of keeping capital intact. The tradi- 
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asset. This type of approach recovers to the company the dollars originally ex. 


pended at the time the asset was acquired. In fact, too many companies still 


restrict their capital budgets to the amount recovered from depreciation charges, 
This viewpoint is based, of course, on the fundamental accounting premise of 
the consistent value of the dollar as a unit of measurement. 

A much more extreme point of view concerning adequacy of depreciation 
charges holds that depreciation amounts should be sufficient to provide for keep- 
ing a company’s plant and equipment abreast of technological progress and for 
maintaining its competitive manufacturing position. This view goes far beyond 
simple maintenance of capital invested. It is based on the fact that technological 
progress in manufacturing methods and in the development of new products 
has required increasingly expensive equipment. Its advocates claim that depre- 
ciation charges should provide the funds necessary for this more expensive 
equipment. 

It would appear, in my opinion, that this philosophy would result in having 
depreciation charges cover what is actually new investment. If, for example, 
in a Utopian economy a stable dollar existed and there was no actual wear and 
tear on equipment and a market for used equipment existed, this policy would 
still require depreciation charges in order to make technological improvements 
and to invest in the necessary equipment, when it became available. This inter- 
pretation of the function of depreciation would also have the broad social effect 
of giving a competitive advantage to old, large companies as compared with 
new smaller firms. 

A third viewpoint is becoming quite commonly held in considering the fune- 
tion of depreciation to maintain capital. The argument here is that depreciation 
charges should be adequate to provide buying power equal to the actual loss 
of value. Expressed in another way, depreciation charges should be adequate to 
permit replacement of facilities based on new and significantly higher prices. It 
should be clear to all who have considered the problem, that depreciation 
charges determined on the basis of the cost of an asset purchased fifteen years 
ago will not be sufficient to replace the same or a similar asset at today’s prices. 

It has been argued by United States Steel Corporation representatives and 


tional accounting viewpoint looks upon the historical cost of depreciable assets e 
as a deferred charge to be deducted from revenues during the useful life of the 





others that this results in a hidden taxation of capital, and I thoroughly agree. ‘ 


There have been estimates that indicate that about $7,000,000,000 a year, oO 
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one third of what is now reported as earnings of manufacturing and utility 


panies, is really represented by cost. Mr. Wilbert A. Walker, of U. S. Steel, 
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in an article in the December 1956 issue of the “Controller”, reported that over ~ 
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the fifteen year period from 1940 to 1955 the increase in replacement cost for 
equipment used by U. S. Steel was approximately the equivalent of 7 per cent 
per annum compounded. This was based on the Engineering News-Record index 
of construction costs, one of the generally accepted indexes and one which U. S. 
Steel believes gives the closest overall approximation of the effect of inflation on 
its facilities costs. Mr. Walker also argued that accelerated amortization is no 
real solution to this problem. He stated it as follows: 


“For many companies the addition of amortization on new facilities to 
so-called regular depreciation on older facilities may approximate, tem- 
porarily, a truer total of depreciation on all facilities based on current 
dollar values. But it automatically generates something of a future 
crisis.” 

Depreciation is a dilemma, however, and we should not permit ourselves to 
think that the viewpoint outlined by Mr. Walker is universally accepted. Not 
too long ago, the president of the A.F.L.-C.1.O. in a letter to the Secretary of 
Commerce, stated that corporation profits reported by the Department of Com- 
merce are currently understated by 3 to 4 billion dollars. He requested the de- 
partment to prepare a regular depreciation adjustment series in order to account 
for the effect of “rapid depreciation methods under the 1950 and 1954 tax law 
changes.” The weight of management opinion in the United States appears to 
agree that depreciation charges, on the contrary, are understated, with a result- 
ing overstatement of profits and overpayment of taxes. 


Cost Indexes and Depreciation Adjustment 


It has been suggested that index numbers, such as the construction cost index 
of the U. S. Department of Commerce, be used to adjust the amount of depre- 
ciation charges to replacement values. Index numbers produced by a govern- 
ment agency seem to hold out the hope of a uniform method of adjustment of 
depreciation which would provide reasonable equity to most businesses. It would 
also permit consistent practice and avoid the problem of judgment in replace- 
ment depreciation and the possibility of tax loopholes. 

Index numbers, unfortunately, are not quite as simple as they may seem. Con- 
sider, for a moment, an index number with which most people are familiar, 
the U. S. Bureau of Labor Statistics Consumer Price Index, often called the cost- 
of-living index. This is the index that sends wages upward through direct tie-ins 
in union contracts and is often front page news. The index is based on the prices 
of 300 goods and services of a type and quantity considered representative of 
purchases of families under the $10,000 a year bracket. 
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in family buying habits. Items are constantly added and deleted in order to re 
flect current tastes. Some of these changes may actually reflect a higher standard 
of living rather than tru!y higher prices. For example, the index now includes 
such items as dinners out, and hotel and motel rates on vacation trips. The 
prices used in its compilation are normally quoted prices, while many consumers 
actually manage to get better bargains through discount houses or through hard 
bargaining with automobile or appliance dealers. The most basic problem of 
this index, which would also affect the indexes applied to industrial equipment, 
is that of quality improvement. Automobile prices have been in the index for 
some time without adjustment for quality. If General Motors suddenly began 
producing 1938 Chevrolets, few people would be willing to spend the same 
number of today’s dollars for such a car as for the current model. 

Many of these problems carry over into all indexes. Further, an index is an 
average and rarely gives a good answer to replacement values in a specific situ 
ation. A comparison of current values, as determined by the application of 
index numbers, with the valuation of appraisers who are experts in their field 
frequently reveals wide differences. These differences come about partly because 
the rate of technological obsolescence varies in differeat industries and types of 
equipment and so does the size of the market for used eaxipment. For example, 
many standard items of printing equipment, both letter-press and offset, put- 
chased new ten years ago can be sold today in the open market for as much or 
more than their original cost. 

The only method of adjustment that appears to me to provide for a presenta 
tion of true conditions in the balance sheet and the income statement is a te 
valuation of assets. This method has been used in countries which have been 
subjected to particularly intense inflation. An example is the Asset Re-vaiuation 
Act passed in Japan. 

There is, in addition, the problem that the fluctuating value of money is 
a two-way street. If depreciation on replacement values is to be deducted as an 
expense during a period of rising prices, why should not the same principle 
apply to a period in which prices shrink and the value of money is rising? This 
is not merely an academic question. While many economists feel that we are im 
a long-term trend of inflation, the monetary history of the United States reveals 
a fluctuating pattern. There is no doubt that the long-term value of the dollar 
has declined, steadily, and particularly so after wars. There are, however, 
throughout our history, periods of significant deflation and it is necessary, I : 
think, to be somewhat skeptical of any argument which says such periods | 
not occur again. 
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Since our attitude toward depreciation has been greatly influenced by the 
income tax laws, there is a tendency to use the shortest asset life for deprecia- 
tion purposes which will be acceptable from an income tax viewpoint. This prac- 
tice, of course, can also be defended as presenting a conservative balance sheet. 
There is a point, however, at which “conservative” comes into conflict with 
“true.” There are many assets, both of real property and of machinery and 
equipment, in use throughout the United States and performing efficiently, which 
have been fully depreciated on the books. The tendency to shorten the lives of 
assets for depreciation may serve to cast a cloud over claims of understated 
depreciation. 


Depreciation In Figures Which Management Uses 


While depreciation has received most attention in considering its effect on 
taxes and reported profits, information on depreciation is important to man- 
agement for many other reasons. Depreciation is, of coursé, an important in- 
gredient of product cost. In some cases, depreciation is charged primarily for 
purposes of valuing inventory and is not a factor in measuring managerial per- 
formance. In other situations, both the current actual costs and budgeted costs 
are compared on the same basis and the depreciation method does not affect 
the comparison. In still other cases, the depreciation amount is relatively small. 

However, when varying depreciation methods are in use and age of assets 
varies widely in the application of depreciation for determination of product 
costs for management decision, these differences can create important problems. 
Where different depreciation methods are in use and assets have been acquired 
at different times and at different values of the dollar, the use for determination 
of product cost of depreciation recorded in the general books can lead to un- 
sound management decisions. If management operates on the basis of such 
figures, it may decide to assign the bulk of operations which can be performed 
on either a new or an old machine to the older machine, since it shows a lower 
unit cost. The actual fact may be, and probably is, that it would be more profit- 
able to use the newer machine. Accounting practices which create such situa- 
tions are certainly inadequate and tend to cast doubt on the usefulness of ac- 
counting information when it is placed in the hands of practical operating men. 
An even more common effect of this kind of depreciation accounting is a dis- 
tortion of product costs and a false statement of product profitability. While 
direct costing may avoid this dilemma, it also avoids any reflection in product 
costs of the cost of the use of facilities. 
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For these reasons, many companies follow the practice of recognizing 
ciation on productive replacement values for purposes of determining f 
costs. There are various methods of applying this principle. One ¢ 
method in common use is based on establishing standard machine hour 
on a predetermined budgeted basis, including depreciation calculated on pro 
ductive replacement values by straight-line methods. These rates are used to 
establish product costs. Depreciation based on conventional accounting methods, . 
including appropriate double-declining balance, sum-of-the-years digits and 6 
month amortization methods, is used in the financial accounts without consider. 
tion of replacement depreciation. The difference between the depreciation rec = : 
ognized in product costs and the depreciation recorded on the general books is 
charged or credited to an inveatory variance account and written off monthly. = 
result is a valuation of inventory at standard cost, which includes the replace 

ment value straight-line depreciation. 

Another basic method for applying realistic depreciation for product ct 
purposes is to compile this data statistically, apart from the accounts. The aa 
tical derivations are used in the preparation of product costs for management — 
decision purposes. Under this method, of course, an integrated cost system 
cannot be operated and the reported results will not be in agreement with the — 4 
results anticipated from product cost figures unless the adjustment is taken im 
consideration. This method, however, has the flexibility characteristic of cot” 
systems which are not tied into the general books, in that changes in the ‘ae 
tical costs can easily be made. 

Regardless of whether the vagaries of depreciation accounting complicate the x 
determination of product costs for a specific company, the impact of inflation 
has clearly created a problem for all industries in the replacement of depreciable 
assets. Certainly all accountants have an obligation to present to management 
sufficient data to permit a full understanding of this problem and to assist in 
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the preparation of plans necessary to maintain physical facilities at a satisfae sa 
level of performance. It, therefore, seems to be sound practice that, | 


product costs can be determined adequately with the depreciation recorded oa 
the general books, a compilation should be made of the proper reflection of th 
replacement value of plant. In developing the long-range pians for a busi 
it would also appear sound and essential to estimate the rate of obsolescence, | 
rate of inflation, and the necessity to provide more complex and expensive fa 
ities to replace relatively simple ones, in order to maintain competitive po 

In larger companies, replacement of fixed assets might become almost a 1 
affair, since the company’s total assets may be numerous enough to be re 
at staggered intervals without specific plans in this respect. Many small a 


N.A.A. BULLETH 
















22 








-— 7 Se Ue. oe. ae et. oe Jee: 2h ee Ee 2 


Rae SP PRrseeshe 


Seheek FRERER ER 


VLE S:, 


medium-sized companies, on the other hand, have made their major investments 
in machinery and equipment in a relatively short period of time and they may 
be faced with a potential “‘wonderful-one-horse-shay” situation. If long-range 
plans are not made soundly and assets replaced on a planned basis, a company 
may find that all of its assets are suddenly no longer competitive, that large 
amounts of funds will be required to replace their efficiency, and that the funds 
to do so are not available. 


Where We Stand 


In any event, I am convinced that depreciation is a subject worthy of much 
attention on the part of accountants. In this article, we have examined briefly 
the problems involved in utilizing depreciation information in determining the 
net income reported to management and stockholders, in determining product 
cost for purposes of pricing and sales emphasis, in providing management with 
facts for decision in problems relating to depreciable assets, and in depreciation’s 
prime function of providing funds required for replacement and maintenance 
of facilities. In the past, accountants have been forced to use assumptions in 
order to apply the cost of depreciation to indivdual periods and never have been 
able to trace depreciation cost directly to periods. The assumptions concerning 
the way in which an asset depreciates and the basic rate of depreciation have been 
subject to rather little actual analysis, and great progress can be made in this 
field. The trend away from the straight-line method of depreciation and toward 
sum-of-the-years digits and double-declining balance methods has been continu- 
ing, but this represents only a short-term and limited answer to the tax and 
valuation problems connected with depreciation. 

We have discussed the various points of view that have been applied to 
depreciation’s function in maintaining capital. These viewpoints vary from the 
most conservative view, which argues that depreciation charges should recover 
the number of dollars capitalized in the accounts at the time that the asset was 
acquired, to the most radical point of view that depreciation charges should pro- 
vide funds necessary to maintain a company’s present competitive position and 
earning power. The most common viewpoint presently held by management is 
that depreciation charges should provide dollars of a purchasing power equal to 
the historical dollars which are being depreciated. This replacement point of 
view and the complications caused by inflation are the heart of the depreciation 
dilemma. 

We have tried also to examine the various approaches which have been taken 
and which have been proposed as solutions to the problems of depreciation, 
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presented by conventional accounting methods. Unfortunately, there is nos 
answer. All of the proposed solutions have some weaknesses. It may very well 
be that any method evolved will have significant weaknesses, because of the 
basic fiction of the dollar as a stable unit of value. The problem is an important 
one, however, and accountants must continue to work toward improved methods 
which can be commonly applied and which will provide clearer answers to the 
depreciation dilemma. A workable solution would be a great contribution to 
American industry and it is a challenge to us all. 


UNDERSTANDING DEPRECIATION by Harold W. Fox* 


Under the heading, “Misunderstanding Depreciation,” Mr. E. J. Schmidlein, Jr. points 
out in the June, 1958 issue of the N.A.A. Bulletin that there is “wide circulation of 
(the) fallacy that depreciation is a source of funds .. .” We accountants may have com 
tributed to the impression that depreciation is a source of funds because, in the statement 
of sources and application of funds, its place is under sources. The implication that ap 
ital funds rather than cash funds are involved is generally understood by accountants but 
may need clarification for other readers. However, semantics aside, depreciation does have 
an impact on funds in a business world where: 


1. There is separation of ownership and management in publically-owned enter- 
prises. 
2. The excess of revenue over costs is reduced about 50 per cent by taxes. 

The separation of ownership and management often brings a conflict of interests. 
Stockholders want dividends, current or prospective; whereas managers may favor the 
safety in retention of funds. Reluctance or restrictions to pay dividends in excess of 
current earnings places a limit on the cash drain. Depreciation reduces current and future 
book profits (equivalent to the value of assets acquired previously). Thus, the amount 
of depreciation is available for investments. For this reason, an aggressive business with 
high annual depreciation charges is attractive to growth-minded investors. Income-minded 
investors prefer a business with accelerated depreciation for its near-future dividend pe 
tential (when the assets will have been fully depreciated before cash is needed for 1 
placement) . 

Taxes have become a key factor in business conduct; controversy over “proper” depae 
ciation rates is often a crucial tax matter. Depreciation, of course, conserves current and 
future cash funds by reducing the profit on which taxes must be paid. 

Let us keep in mind Marion H. Simpsen’s statement in “The Fallacies and Postulates 
of Accounting” in the February, 1958 issue of the N.A.A. Bulletin, “A depreciation charge 
does not provide cash in itself.” The above comments are intended to show that its 
as a brake on the erosion of funds. It is hoped that this rejoinder may contribute to ies 
standing depreciation. ee 


* Staff Analyst, Rowe Manufacturing Co., Inc., Whippany, N. J. 
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Depreciation Accounting in 


The Atomic Energy Commission 


by JOHN R. CROXALL 


| paraeergpee: depreciation accounting for assets owned by public bodies 
has been confined to assets which are revenue producing. The National 
Committee on Municipal Accounting in Bulletin No. 5, “Municipal Funds and 
their Balance Sheets,” June 1947, gave these following reasons when pointing 
out that there seems to be little occasion for recognizing in the general account- 
ing records the depreciation of general municipal buildings and equipment: 

1. “It is not necessary to know the depreciated or replacement values 


of municipal properties, since property values cannot be used as a 
basis for credit. 


. “Since the municipality as a whole is concerned with operating 
profit or loss only in the case of utilities and other self-supporting 
activities, it is mot necessary to account for depreciation in the 
general accounts. 


3. “If depreciation is accounted for, the depreciation reserve has no 
importance unless it is a cash fund designed to replace worn-out 
properties. This is usually impractical, where not illegal.” 


Even in 1952, the General Accounting Office, in its “Statement of Account- 
ing Principles and Standards for Guidance of Executive Agencies in the Federal 
Government,” would go only so far as to state that an agency carrying on a 
business activity should capitalize plant and equipment and should include 
under expense the charge for depreciation in arriving at its profit or loss for a 
given fiscal period. 

Nevertheless, early in the development of the financial policies to be followed 
by the Atomic Energy Commission, its management determined that the ac- 
counting policies and methods developed by industry and the public accounting 
profession as being best suited to the needs of industry, should be followed. 
The commission's position was stated in a letter dated August 2, 1948, from 
David E. Lilienthal, then Chairman, to the Honorable Bourke B. Hickenlooper, 





JOHN R. CROXALL is Director, Finance Division, Lockland Aircraft Reactors, Operations 
Office of the Atomic Energy Commission, Cincinnati, Ohio. Mr. Croxall is a Certified 
Public Accountant (Tennessee). 
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Senator from Iowa and then Chairman of the Joint Committee on 
Energy, as follows: 
“The commission has taken the position that industrial accounting 
procedures and the auditing standards of public accounting are best 
suited to account for and report on this large industrial undertaking 
and to protect the interest of the Government. . . . When the new 
system has been iastalled and is functioning in all accounting offices 
of the commission and its major cost-type contractors, it will be poss 
sible for the first time in the history of the atomic energy develop- 
ment to present financial statements comparable to those of a typical 
industrial concern.” 


In its January 1950 report, ““Atomic Energy and the Physical Sciences,” the 
commission stated, ‘““With the installation of a modern industrial 
system and development of a common basis for budgeting and reporting, those 
responsible for managing the atomic energy project are now beginning to get 
information of the type generally considered: essential for effective financial 
administration. In addition to periodic financial statements on current opera 
tion of each A.E.C. office and its contractors, the Commission receives reports 
comparing operating costs as incurred with the budget estimate—information 
not available before.” 
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Rocky Road to Depreciation Accounting—and Ways of Smoothing it 
The same report also stated, “The Commission's accounting system provides 








for recording depreciation as a cost but, since the Commission requests funds 
for replacement of fixed assets only when such a replacement is actually te 
quired, the costs used in the budget estimates do not include depreciation.” 
Here, in a sentence, is the stone on which Federal agencies trip when consider 
ing customary industrial depreciation accounting practices. Unfortunately, the 
solution is not so simple as stating, “Put depreciation costs in the budget 
estimates.” 

Budget comparisons and control over costs chargeable to a Congressional — 
appropriation are extremely important to a Federal agency financed by Com 
gressional appropriations. If the Congress decided to cut the budget estimates 
by a fixed percentage and these budget estimates included depreciation costs, the ~ 
effect on controllable costs would be exaggerated. For example, if half the cost 
estimate for a particular work program consisted of depreciation costs and the 
Congress ordered a 15 per cent cut in the estimate, costs other than dep 2 
tion would have to be reduced by 30 per cent to remain within the revised” 
estimates. Although it might thus appear that customary industrial depredi 
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tion accounting and the requirement for costs excluding depreciation for appro- 
priation purposes are completely incompatible, there are various methods of 
accumulating costs so that statements can be prepared excluding or including 
depreciation costs: 

1. Two sets of cost accounts can be maintained. For each cost ac- 


count used to collect costs that are comparable with budget esti- 
mates, a companion depreciation expense account may be set up. 
The obvious disadvantage of this method is the duplication not 
only of accounts but also of accounting operations. For each dis- 
tribution of costs from a regular cost account, there would have to 
be a duplicate distribution of depreciation expense from the de- 
preciation cost account. For a simple accounting o perhaps 
this would be feasible. It would not be feasible for the wide- 
spread atomic energy program, because of the complex accounting 
requirements of that program. 


. A second approach to the problem would be to maintain only the 


customary single set of cost accounts, including depreciation ex- 
pense in the accounts as another element of cost. Although, when 
costs are distributed from one cost account to others, the exact 
amount of depreciation expense finally appearing in an end cost 
account would be unknown, statements excluding depreciation ex- 
pense could be prepared by eliminating such expense on some 
equitable basis. Trial distributions of depreciation expense only 
could be made to develop reasonable bases for eliminating the 
depreciation component of costs included in the end cost accounts. 

Although “reasonable” bases could be developed, this method 
would not be adequate or satisfactory in any case where a cost 
limitation on a particular activity had been placed either by the 
Congress or, within the A.E.C., by its management. Where the 
actual costs excluding depreciation come close to the cost limita- 
tion, a careful and accurate determination of costs is necessary, 
especially when there is a legal limitation on the amount of cost, 
excluding depreciation, that can be incurred. There is an objection 
to this approach from the reporting function. Within the A.E.C. 
considerable pressure is exerted each month in an effort to “close 
the books” and turn out statements at the earliest possible time. 
Stringent deadlines have been established for each reporting level 
so that consolidated commission-wide cost and financial statements 
can be issued with a minimum time lag after the close of the ac- 
counting period. The addition of even one more reporting step— 
the elimination of depreciation expense after total costs have been 
determined—would be undesirable. 


. A third solution to the problem would be to maintain two sets of 


cost accounts but to limit the cost accounts for depreciation ex- 











pense to those pertaining to manufactured products. A separate 
depreciation expense account would be established for each prod- 
uct-manufacturing operation so that the full cost of producing the 
item for inventory could be determined. Depreciation expense ap- 
plicable to other operations, such as research, would be collected 
in a single account. Depreciation costs that normally would be 
subject to redistribution, i.e., overhead depreciation expense and 
depreciation costs of service activities, would be costed against 
end-product accounts by allocation. 


Depreciation Policies of the Commission 


The third approach is the one that has been developed within the AEC 
To the extent practicable, plant and equipment items are identified with a par- 
ticular product-manufacturing operation or with the nonmanufacturing activi- 
ties. Direct depreciation costs then are determined for the product-manufactur- 
ing operations or for the nonmanufacturing activities. Plant and equipment 
items which cannot be identified with product-manufacturing operations or 
which are not used directly in the nonmanufacturing activities become the base 
for determining indirect depreciation expense. The indirect depreciation ex- 
pense is allocated to product-manufacturing operations and to the nonmanu- 
facturing activities; therefore, the total amount of depreciation expense is allo- 
cated. Only in the case of product-manufacturing operations is depreciation 
expense determined in detail. 

Heavy investment in plant and equipment is inherent in the atomic energy 
program. In the space of 15 years an industry with gross plant and equipment 
assets amounting to 6.6 billion dollars has been developed. It is not surprising, 
then, to find that many of the depreciation policies pertinent to publicly owned 
utilities, which are also characterized by a large plant investment, have been 
adopted by the A.E.C. 

Plant and equipment assets are grouped in accounts that are classified accord- 
ing to type of property. Examples of these “type” accounts are buildings, sew- 
age systems, communications systems, laboratory equipment, process equipment, 
and shop equipment. Supporting each of the accounts are detailed property- 
history records in which the costs of the items are recorded. 

The commission has compiled a list of service lives and depreciation rates 
for each type of property item. This list is used by all components of the atomic 
energy program; therefore, a machine used in Oak Ridge, Tennessee, is depre- 
ciated at the same rate as a similar machine used in Hanford, Washington, The 
initial listing was based primarily on the service lives published in the U. & 
Treasury Department's Bulletin F. However, departures are made from the 
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Bulletin F service lives where conditions indicate different service lives are 
applicable to commission property. 

As a general rule, the straight-line method of assigning depreciation expense 
to accounting periods is used within the commission. However, if some other 
method, such as the units-of-production method, appears to be particularly 
applicable in certain instances, that method is used. 

Depreciation costs are recorded monthly, for which a simplified approach to 
a monthly accrual has been devised: 


1. Based on the depreciation rates for the individual property items 
comprising each plant and equipment type account, a composite 
depreciation rate is computed for each account. This rate remains 
unchanged unless significant changes occur in the composition of 
the account. 

The composite depreciation rates are applied to the January 1 or 
July 1 account balances to determine a monthly depreciation ex- 
pense. The amount so determined is used for the next six months 
unless significant additions or retirements are made during the 
period. 


rh 


It is interesting to note that this simplified approach is not always used where 
property history records are maintained on punch card accounting machines. 
Some A.E.C. contractors using these machines in property accounting find it 
more convenient to recompute depreciation expense monthly. - A depreciation 
expense amount is punched into each property history card and a summary of 
additions and retirements during the month reflects the amount of change in 
the monthly depreciation accrual. 


Summary 


As the industrial benefits and applications of the atomic energy program ex- 
pand, the wisdom and foresight of those conceiving the accounting policies of 
the A.E.C. become more evident. The commission is demonstrating success- 
fully an integration of industrial accounting, with its concern with total costs, 
and governmental accounting with its concern with appropriation limitations 
and controls. It is true that integration is achieved at a price. Maintaining 
separate accounts for depreciation costs, even to a limited extent, does add to 
the accounting workload. However, the additional effort permits: 

1. Stating manufactured inventories on the balance sheet as assets and 
at full cost. 


2. Determination of full costs of products and services that may be 
sold. 


FEBRUARY, 1959 


3. Determination of a full-cost base for establishing a rental price on 
uranium products that may be leased but not sold. 


A.E.C. assures the taxpayer that there will be no subsidy of these activities by 
public funds. It also assures the purchaser of its products and services thet 
charges are made on a full cost, but not a monopoly, basis. 





SUM OF THE YEARS-DIGITS DEPRECIATION CAN BE EASY 
by E. J. Kingsbury, Jr.* — 


the first time during the year-end closing 


Sum of the years-digits depreciation is a 
fine thing. Our first year wasn’t too hard 
to manage, but each year the detail became 
more and more cumbersome. We had to 
find a new way to figure it. Last year we 
found it. We think it is really good. Just 
look at the advantages: 

—Simple to figure. 

do most of it. 

—Needs only 4” x 6” cards (Exhibit 

1) and an adding machine. No 
analysis sheets. 

—Easy to check for complete accuracy. 

—Easy to compare depreciation from 

year to year for any item or group. 


—People not familiar with accounting 
can easily understand it. 

—At the start of the year you can 
make a mighty close estimate of the 
year’s final depreciation figure. 

—At mid-year you can start preparing 
your final figures. Work at your 
leisure and finish up long before the 
year-end. 


If you don’t believe all that, I don’t 
blame you. A year ago I would not have 
believed it myself. But then we hit on the 
two keys that made it all simple. There 
was a lot of detail, but we worked on it as 
we had time from mid-year to year-end. For 


Clerical help can 
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* Treasurer, Kingsbury Machine Tool Corp., Keene, New Hampshire. 





and auditing, we did not have our usual 
struggle with depreciation. The procedure 
has had no official review but we feel it is 
in line with regulations. 

Here are the two keys. 

The first key is Section 1.167 (a) 10 (b) 
of the Internal Revenue Service regulations 
on depreciation. It lets you assume “that all 
additions and retirements during the first 
half of a given year were made on the first 
day of that year and that all additions and 
retirements during the second half of the 
year were made on the first day of the fol 
lowing year. Thus, a full year’s deprecia- 
tion would be taken on additions in the 
first half of the year and no depreciation 
would be taken on additions in the second 
half.” 

That is the key to the last two advantages 
I listed. At the start of the year you know 
the depreciation on assets already acquired. 
To that you add your estimate of the de 
preciation on capital assets to be received 
during the first half of the year only. Most 
of them would already be on order, so you 
can come close. You can’t take depreciation 


on anything that comes in after mid-year, 


so you can start your final computations 
then. 
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By establishing a policy of basing prices for products sold or leased or sery. 
ices furnished, on a full cost basis—costs including depreciation expense—the 
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That regulation also leads to the second 
key. It means no fractions for partial years. 
That really simplifies the figuring. 

The second key is the Factor A, on each 
card. That is the net amount to be de- 
preciated, divided by the sum of the years- 
digits. Factor B is the remaining years of 
life. Depreciation equals A times B. 

Now I said this is easy. And it is. But 
there is still a lot of detail. Perhaps you 
feel it is too much work to figure deprecia- 
tion all the way to the end. But look at the 
cards. See how easy it is to check right 
away that the figures are right, to compare 
one year with another, and to explain it to 
someone who has a hard time with that sum 
of the years-digits business. 

What's more, it is simple to enter all the 
figures while you are at it. Just go right 
up the depreciation column, down the ac- 
cumulated column, and put in the net fig- 
ures on the last line. 

If you prefer to use a computing machine 
and tabulating cards, it should work fine. 





We actually found our second key, Factor 
A, when we were trying to work out this 
accounting for such a machine. But then we 
had to cancel the order for the machine and 
we changed to the cards shown. 


Two Charts to Make; 
Nine Steps in Card Preparation 


First you need a chart like this for your 
fiscal year: 


Assets Acquired 





First year of 
From Through Assumed date depreciation 


Jan. "54 June’54 Jan. 1, 1954 1954 


July’s4" "S53 ™ 1955 1955 
eee, diet est ah ts. 1956 1956 
ee erent Rh 1957 1957 
pte, Pipes ath 1958 1958 
ie Pes Ap 1959 1959 


This chart applies to fiscal years that are 
calendar years. Charts should not start be- 
fore January 1954, the effective date for 
sum of the years-digits depreciation. 





DEPRECIATION CARD 


Cost 12, 288,10 less salvage 700 = Net 11,588 10 
divided by the SUM OF THE DIGITS 129 = 96.57. A 
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Your second chart should look like this: 


Sum of Sum of 
Years the years- Years the years- 
of life digits of life digits 
4 10 15 120 
6 21 20 210 
10 55 40 820 


For short lives it is easy to add up the 
figures, 1 + 2 + 3 + 4 = 10. For long 
lives use the formula, 4% N(N + 1). In 
the same example, % X 4 XK 5 = 10. 

For efficient preparation of the cards, I 
suggest these nine steps: 


1. Reproduce 4” x 6” cards with the 
typed information as shown in Ex- 
hibit 1. If you have assets with 
more than a 20-year life, make a 
second set of cards with figures in 

Column B of 40, 39, 38, etc. down 

to 21. (No “net” figure at the end 

of this second group of cards.) 

From your present records, copy the 

information at the top of the cards 

—identification, years of life, month 

(or date) acquired, cost, salvage 

value and net. Use separate cards 

for accessories, etc. with different 
lives or acquired at different times. 

(You may want to make a separate 

card for each item, especially if you 

have grouped your assets on a basis 
different from your acquisition date 
chart.) 

3. Circle the years of life in Column 
B of the exhibit. 

4. From the chart find the first year of 
depreciation that corresponds to the 
month you acquired each asset. Post 
that next to the years of life you 
just circled. 

5. Summary cards are optional. You 
may want to make a summary card 
in the same form for each group of 
assets in the same account with the 
same years of depreciation. When 
you sort the individual cards, your 
entries in Steps 3 and 4 may help 

you put the right cards together. 

After you make the summary cards, 

better mark the individual cards, 

“see summary,” so you won't take 

depreciation twice by mistake. 


N 









. Fill in succeeding years. The year 
on the “net” line should ri 
last year you take depreciation. —__ 

7. Copy the sum of the years-digits 
each card from the second chart. 7 

8. Figure Factor A. Just divide the 
net amount to be depreciated by the 
sum of the years-digits. 

9. The last step is in three parts, x 
doing all three parts on each card 
together. 

a. Figure and enter depreciation on 
the card (A X B). Start with — 
Line 2 in Column B and work 
up to the figure you circled in 
Step 3. Just the nearest dollar 
—no cents. (Skip the “net” line 
for now.) 

b. Figure and enter accumulated 
depreciation. Start at your 
figure and work down to Line 

c. On the “net” line under accom 
mulated, enter the net figure 
from the top of the card. On 
this line the depreciation is the 
difference between the last two 
accumulated figures. It should 
be fairly close to Factor A. 


Further Steps 

Previous depreciation is optional infor 
mation. For the record you may want to 
enter on the back of the card the deprecia- 
tion taken to date. 

To get this year’s depreciation, total up 
the accumulated depreciation for this year 
on the cards. Then total up the depreciation 





you have already taken on these assets. The 


difference could be the depreciation to take 
on these assets this year. 

As to fully depreciated assets, when there 
is no salvage value, you probably take these 
assets out of the accounts of capital assets 
and accumulated depreciation. We have 
found it convenient to do the same when 
there is salvage value. We put these assets 
in a separate account, salvage value of fully 


depreciated assets. There they stay until 
disposed of. 
That's it. Hope you like it. 


, om 
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Issue All The Reports You Need — Here 
Are a Baker's Dozen 


by HENRY C. CRISMAN 


T° BE ABLE TO REPORT for assistance in making a decision, we must fully 

understand what we are reporting and the problem management has that 
needs a decision but, before we do this, we must be apprised of today’s manage- 
ment and its problems. Industry today is a vital, dynamic thing, moving pro- 
gressively onward. Our national economy—whether we measure it in terms of 
gross national product, gross inventories, the average size of families, or the 
consumption of automobiles—is expanding at a truly phenomenal rate. Many 
of our most urgent problems today—the shortages of engineers, schools, teach- 
ers, adequate highways and parking facilities—have been created almost entirely 
by the fact that our economy has been growing at a faster rate than even most 
optimistic planners expected. 

This dynamic economy demands dynamic management, founded on optimism, 
capable of making the decisions necessary not merely to keep pace with com- 
petition but, wherever possible, to be ahead of it. No matter what their titles, 
today’s financial executives will be no more than highly competent bookkeepers 
and accountants if they do not understand their responsibilities as members of 
the management team. Surely one of the first of these responsibilities is to pro- 
vide factual data in an easily understood form, so that the ov.:s-all management 
decision, though motivated by optimism, may be firmly grounded in a complete, 
honest awareness of the company’s actual conditions and prospects. 

Thus, providing reports in this dynamic economy to dynamic management 
isa challenge. Accountants are noted for their middle of the road, firm, straight- 
forward approach, not easily influenced by the “whims” of the times. This at- 
titude need not be in opposition to the dynamic viewpoint. We must keep an 
analytical mind. Here are a few basic rules of report preparation: 


1. It should have a message. 


2. It should be easily understood by the recipient. 








HENRY C. CRISMAN, Fort Wayne Chapter, 1956 is Director of Materiel, International 
Telephone and Telegraph Corporation, Federal Division, Fort Wayne, Indiana. He has 
been associated with this firm since 1951, serving ic several administrative and managerial 
Positions prior to being appointed to his present position in 1958. 





33 











It should be complete. Where prior comparable periods will add 


emphasis to the report, this information should be shown. 
4. It should be timely. ql 
It should be concise and to the point. i 
Who and What? iz 


Let us go back to the origination or the changing of a report. We 
always ask “Who? What? Why? When? and How?.” First, who is rece 
the report. Will it go to the president, vice-president, superintendent, fe man 
or all of these? A report directed to one particular individual should be de 
signed to that person's likings and understanding, while a report to sever) 
individuals must be usable and understandable by all. For example, 

2 and 3 are reports pointed to top management. They are “thumbnail” looks at 
profit and loss forecasts. In all three, a comparison is made available so that 
searching is not required. By looking at the prior year, budget for this year 
and actual to date, the trouble areas are easily located and corrective action taken, 
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| ‘57 Actual ‘58 Actual Budget Nov. '57 May Rev. 
5 %* $ % $ % § : 
Sales m4 
Cost of Sales P & L ~ 57 - 58 
Gross Profit (In Thousands) 
Genera] and ; 
Administrative This is a top-sided P & L. showing the 
Operating Profit actual compared with budgets and can 
Other Income be reported monthly or period to date, 33) 
Profit Before Tax or any period desired. This ropert 
Tax shows over-all pany op wh 
Net Profit 
EXHIBIT 1 4 
57 58 5 
R&D Mfg. Total % R&D Mfg. Total & : 
$ $ $ $ $ $ 
Sales r*. 
Cost of Sales P & L LINES - 57 - 58 : 
Gross Profit (In Thousands) 7 
General and 4 
Administrative This exhibit breaks down the P & L by ; 
Operating Profit operational lines -- research and de- 
Other Income velopment and manufacturing. Com- 
Profit Before Tax modity or product line could also be 
Tax shown in a similar report. Again we 
Net Profit report two periods for comparison. * 
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Current Look Budget 
R&D Mig. Total ReaD Mie g- _ Total 

Sales i $ % $ $ % 
Cost of Sales 
Gross Profit 1959 FORECAST (in thousand 
General and A budget is established at the first of 

Administrative each year, and quarterly or as desired 
Profit Before Interest it can be updated and a current look made 
Interest of the annual forecast. For comparison, 
Profit Before Tax however, always look back at the original 
Tax budget to get the trend. 
Net Profit 











What are we going to report? Should the contents of reports consist of: 


1. Items of interest to the accountant? (No) 

2. Only a profit and loss statement and balance sheet? (No) 

3. Budget comparisons, expenses, labor expended, cost variance re- 
ports, cost of manufacture reports, and overtime reports? (Yes, 
these and more, too) 

It is our firm belief that an informed management is a good management. 
Such a management knows the results of the toil represented by the aggregate of 
company endeavors, and is better equipped for decision making. Exhibits 4 to 
8 embody a group of useful reports of a type not always developed. Exhibit 4 
represents the annual space available or proposed to handle the expanding 
electronics business. A horizontal bar chart with appropriate legend and re- 
marks fully explain our expansion plans at a glance. Exhibit 5 is a personnel 
count report, merely a count of noses. The president finds this helpful. Ex- 
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Plant 1 
Plant 2 PERSONNEL UTILIZATION 
Plant 3 
Pac. Div. 
| 
EXHIBIT 5 
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NEW BUSINESS POTENTIAL FOR ’59 
(In thousands) 
Origin R&D Mfg. Total : 
From Farnsworth R & D 
Joint Effort (Other Co's) 1959 BOOKING POTENTIAL (ORIGIN) 
New Contracts 














Total 

















Very Good Good Possible = 
Research & Development 
Manufacturing EVALUATION OF 1959 BOOKING POTENTIAL we 
Total | 
EXHIBIT 6 As 


hibit 6 gives bookings to date each year, showing both actual and potential. The 
potential represents requests for bids, actual quotations, or known business buys 
coming up that we have a good chance of obtaining. 

Exhibit 7 supplies comparison of our business to show trends in type of 





SUMMARY - 1959 BUSINESS (VS 1958 ACTUAL) 
Sip Seecente) 
1958 Billings 1959 Billings 1959 Bookings 
Research and Development ( Est.) ( Est. ) Li 


Manufacturing BY FIELD OF INTEREST 
Total 











Test Equipment 

Missile Guidance 

Counter- Measures 

Communications BY TYPE OF WORK 
Infra Red 

Navigation Cu 
Fuze 

Tubes and Components 

Misc. (Including Ind. Equip. ) 
Total 
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1958 Billings 1959 Billings 1960 B 
(Est. ) (Est. ) 


By Services % % % 
Air Force 
Army 
Navy 
Other 
Total 
By Type of Contractor DISTRIBUTION OF OUR BUSINESS 
Prime Contracts (In thousands) 
Sub Contracts Se a 
Other 





Total 


By Type of Contract 
Cost Plus Fixed Fee 
Fixed Price 
Mixed 

Total 














BALANCE SHEET COMPARISON (In Thousands) 





At December 31 
Assets 56 ‘57 158 59 
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Cash 
Accts. Receivable 
Inventory 
Total Current Assets 
Investment 
Fixed Assets - Plant Even on the balance sheet the trend by 
- Facilities years is very important. Another fea- 
- Ltase Imp. ture added here, not shown on most 
Prepaid Expenses : balance sheets, is the current turnover - 
Total Assets and investment ratios shown in the gen- 


Liabilities & Net Worth eval Gate sestten. 


Loan A/C 
Accts. Payable & Other 
Provision for Tax 
Total Current Liabilities 
Investment A/C 
Total Liabilities & Net Worth 
GENERAL DATA 





Current Ratio 
Inventory Turnover - Annual 
Return on Investment 
Earnings Per Share 

Interest Income 
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Dec. 31, 


1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 


Total Invest. A/C 





Av. Invest. A/C 





For Yr. 
$ $ $ 


RETURN ON INVESTMENT 


(in Thousands) 


Return on investment - one of the few true measures of 
operations - is based upon the average investment for 
the year; we use gross investment excluding reserve for 
depreciation for this measurement. 























EXHIBIT 10 


Why, When and How? 


work and also to portray research and development business in its relation to 
manufacturing. Exhibit 8 constitutes a quick look at where our business is com- 
ing from. These reports are probably peculiar to companies that have a large 
share of their business in research and development contracts, but note the sim 
plicity of the report, uniformity of size, and completeness of items covered. 


Why are we reporting? Other than reports required for corporate record, 


all reports should be for one purpose. This is to assist the individual receiving the 
report to evaluate his performance in order that he may achieve better control 
of his operations and improve his performance, thus achieving greater profits 
for the company. Exhibits 9 and 10 are two good examples of why we prepare 
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-s SALES BY QUARTERS —s Rate 
15 60 
14 56 
13 52 
12 48 
11 44 
10 A lined chart, and on our charts we show 40 
9 the budget in one color and the actual in a %6 
8 different color by quarters for a four year 32 
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reports. The former fully explains the assets on hand and the company’s lia- 
bilities. It is used by the stockholders, creditors and investors to get a financial 
| I look at the company operation. Even on this report, you will note prior years’ 
reporting and tomorrow's. Exhibit 10 is a top-side return-on-investment report. 
It does not include a host of detail back of investment since, if we wanted to 
know this detail, we would have a report showing such detail. This report was 
designed to show return on investment only. 

Reports within the organization should be written rather than typed, except 
for official company or high-level reports. Most reports can be expressed in 
even dollars and should be so reported for brevity. 

When should we report? Timeliness of the report is important. A report 
that wes invaluable yesterday may be worthless tomorrow. A cost analysis 
showing the profitability of a new order after a competitor has taken the busi- 
ness is worthless. For reasons of this character: 
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1. The report should be issued as soon after the reporting period as 
’ possible. 





2. Reports can be issued at any frequency from hourly to annually, 
depending on the need for information. 


The last three exhibits have been selected to exemplify reports of varying 
frequencies, Exhibit 11 is a quarterly posting of the actual figures with estimates 
for future. Projections can be made by posting the budget for as long a period 
as desired. Exhibit 12 is posted annually for actual results and estimates are 
revised each year also. Exhibit 13 represents experience posted each six months 
but the budget figures are developed annually. 

How should the report be prepared and how presented? First comes prepara- 
tion Translucent paper and reproduction facilities have aided the accountant 
and, when possible, reports should be prepared on this type paper for use in re- 
production, in order to: 


J GbGez 


1. Eliminate typing 
2. Eliminate double-checking 
3. Aid in reproduction at any time 


~S Presentation comes next. Communication is the accountant’s big problem. 
We are not salesmen of ourselves nor of our wares, We think we are supposed 
to control, judge, audit, and report the operations of other people. This is too 
presumptuous a concept. To break down barriers, we should do a better job 
in presenting our reports. Some tactics to be considered are: 
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s pt A 
$ $ % $ $ % $ $ . a 
1952 
1953 SALES & P & L 
1954 
1955 A twelve year look -- seven backward and five forward -. 
1956 on sales and profits by outlet. Normally, we also show 
ca a graphical presentation of this same information as a 
e 2 of this report. 
1959 (Est. ) _ ™ 
1960 (Est. ) 
1961 (Est. ) 
1962 (Est. ) *Profit Before Tax 
1963 (Est. ) 
EXHIBIT 12 
1. Make the report concise and high-light important points by use of 


“~ * ! p 


color, indentations, footnotes, etc. 


Show comparisons where they express a significant relationship, 


Show ratios and percentages. 
Use charts and graphs. A picture is worth a thousand words. 


Present reports in person whenever possible. Regular management 


meetings are good opportunities to acquaint management personnel 
with facts they should know, but do not always grab the limelight 


for yourself. Furnish other people information, so that they can 


make a personal report preparation. 
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(1959 to 1963) 
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B, 300 

B, 200 
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p. 000 
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b, 900 

h, 700 

h, 600 

The actual personnel required to support sales is charted by h, 500 
2, 400 

having the sales in one color, personnel in another color and 1, 300 
h, 200 

a ratio in a third color. In this manner, trends of sales dollars b, 100 
1, 000 

per employee can be developed. Commodity breakdown is very 900 
800 

important in addition to an over-all plaat operation, so that 708 
Oe 

awitches from one type sales to another can be analysed. s 
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Are Your Reports Invaluable to Your Management? 


In any type of business today, the external measure of company performance, 
as of individual performance, is largely financial. Reporting is the tool by which 
good management measures and is measured. We accountants must prepare 
these final—financial—measurement reports, but we cannot overlook the truly 
important internal reports needed to make our companies successful. We must 
get the right information to the right people at the right time, so that the right 
action can be taken. Remember that a report misunderstood, untimely and mis- 
directed is worth less than a cent—the cost of the paper; in fact, it would be 
misleading and a detriment. On the other hand, a report properly prepared and 
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noting all the qualifications which have been mentioned is invaluable. 
Are we dynamic or static accountants in the reporting field? This is the ques- 


tion. What is your answer? 





DEPRECIATION ACCOUNTING FOR IDLE EQUIPMENT 


A RECENT READING of the N.A.A. 

Research Report “Current Prac- 
tice in Accounting for Depreciation” 
reminded me of a technique our com- 
pany found useful. It may be of in- 
terest to N.A.A. members whose com- 
panies go from a highly-centralized to 
a decentralized structure. 

Until five years ago our company 
was strongly centralized. The princi- 
pal aim of the accounting system was 
to develop information to help the 
home office top management to arrive 
at operation decisions. One important 
piece of information was total depre- 
ciation on idle equipment. This equip- 
ment was transferred to a central ware- 
house from our various field operations 
(twenty-five separate and independ- 





by R. K. Loester* 


ent branches). The depreciation ex- 
pense was booked in one account 
for depreciation—idle equipment. This 
knowledge permitted examination of 
all requests for new equipment with 
a properly jaundiced eye. 

In the beginning of 1953, the or- 
ganizational structure of our company 
was changed from a highly-centralized 
one to an almost completely decentral- 
ized one. Our accounting system was 
transformed piece-meal as we ob- 
served the needs for information by 
the district manager. 

For some time after 1953, deprecia- 
tion on idle equipment in the central 
warehouse was not assigned to dis- 
tricts. The home office directly man- 
aged the central warehouse and bore 


* District Analyst, New York Metropolitan Division, Dairymen’s League, Inc., New 


York. 
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the depreciation expense. Our district 
managers were able men who realized 
quickly that depreciation expense on 
idle equipment could be avoided. All 
that was necessary was to transfer the 
equipment to the central warehouse. 
However, because we wanted to elim- 
inate the side-stepping of cost respon- 
sibility and keep the advantages of 
centralized warehousing and knowl- 
edge of total cost, we still use the 
central warehouse and the single ac- 
count but, at the end of each month, 
a special depreciation charge is made 
against each district. This charge is 
for depreciation on equipment in the 
central warehouse which came from 
the district. 

Thus, home office management can 
still readily see the total depreciation 


cost of idle equipment. At the 

time, the field management is fully ~ 
conscious of the cost generated by idle — 
equipment. Each district manager 
makes every effort to keep this cost ¢ 
down by actively utilizing or 
equipment charged against him. To — 
make responsibility complete, gain or 
loss on equipment sold also goes 

the district. There is an incentive tp 
find a useful spot for equipment ss 
where within the company, for this 
relieves the district of the idle a 
ment depreciation. 

We believe that, with these simple 
changes to fit an organization change, — 
we have fully retained the centralized — 
management knowledge. At the same % 
time we have squarely placed the de 


centralized management responsibility, 


ARE YOU BREAKING EVEN ON YOUR REPORTS? 


ONSTANTLY, we read about the 
break-even point between the cost 
of doing business and the sales dollars 
realized from that business. The ac- 
countant also has his break-even point 
or points, namely, when to add that 
new report or when to reduce the vol- 
ume of existing reports. 

Shall he wait until management re- 
quests more intensive cost, profit, or 
operating data? Or should he take the 
initiative, presenting management with 
a new approach, a simpler form, a 


by Michael R. Saksat 


novel slant to the too often cut-and 
dried existing cost and operating state 
ments. On the other hand, when has 
an existing report reached the twilight 
zone of its usefulness? 

Perhaps some benchmarks could be 
set up to serve as a guide for — 
action: 

1. Is the existing report — 
read and reviewed by man ~ 
agement, or is it simply filed ~ 
away upon reecipt until the ~ 
(Continued on page 76) 
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Creative Accounting Pays lis Way 


by A. J. BOWS, JR. 


oo THERE ARE MANY REAL OPPORTUNITIES for accountants and control- 
lers to be creative in their work. This article will describe four potential areas, 
which may be identified as inflation, return on investment, inventory control and 
situation analyses. 
. 


Measuring and Countering Inflation 


One area of accounting in which little practical work has been done and which 
may well be the most overlooked field in accounting today is: “accounting for 
inflation.” Within this area, the accountant will find that serious study can help 
his management. The Consumers Price Index, published by the Bureau of Labor 
Statistics, which uses 1947-49 as an index of 100, is probably as practical a 
measure of the effects of inflation as any index which is readily available. The in- 
creases in price levels beginning with the year 1950 and amounting to nearly 25 
per cent are as follows: 


Year Each Year Cumulative for: Year Each Year Cumulative for: 


1950 2.8% -- 1955 —.3%* Gyears 14.5% 
1951 8.2 2 years 11.0% 1956 1.7 7 years 16.2 
1952 2.5 3 years 13.5 1957 4.0 8 years 20.2 
1953 0.9 4 years 14.4 1958 3.8 9 years 24.0 
1954 0.4 5 years 14.8 1959 ? ? 


* Decrease. 


Based on these statistics, since 1950 the purchasing power of our money has 
declined about 25 per cent and since 1945, there has been a 50 per cent decrease. 
From the forecasts of future government spending, the recently authorized in- 
crease in the public debt, and further contemplated increases in debt, it is obvi- 
ous U. S. businessmen are going to be faced with even greater inflation. The 3 
per cent average annual decline in purchasing power of the dollar has been 
ignored by accountants in practically all reports prepared for management or 
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public use. Inflation can have serious consequences on a business when its ma ci 
agement does not have the facts presented in such a way that the inflationary bite 
can be recognized and, where practical, passed on to customers. Inflation has 
other effects on our whole system of business and government reporting, We ; 
hear government bureaus talking about the ever-increasing gross national prod. 
uct, insurance companies talking about the great expansion of insurance in force, 
and more and more people becoming members of the million-dollar round 
table. The average citizen consoles himself with his ever-increasing compenss. 
tions. 

The accountant should look behind dollar figures “and attempt to determine 
if the company is doing any more than just receiving its share of the inflationary 
bite. The real danger of inflation is that it comes in small doses. Every year 
is “immaterial”, but the total dose is staggering. A useful report that each ac 
countant should seriously consider preparing for management purposes is an 
annual statement disclosing the effect of inflation on company earnings and 
shareholders’ investments. A trend statement for five or ten years showing how 
the company progressed before and after consideration of inflation would also 
be valuable. By bringing the effect of inflation forceably home to management, 
there may be disclosure of important problems previously overlooked. A few 
questions will illustrate the type of information which can be developed: 


1. What was the rate of return of profit during the past five years to 
shareholders, and how much of this rate of return represented “real 
profits” and how much their share of inflation? 


. What has been the company’s own price index increase on its vati- 
ous products or services sold during the past five years, and how 
have these prices kept up with the inflationary level and with costs 
applicable to the company? This is an extremely lucrative area for 
possible increases in revenue. As an example, many bank fees and 
charges have not been revised for years. All service organizations 
charging minimum or flat fees should watch this area carefully. 


. What about the compensation of the company’s two main groups 
of employees: (1) the officer and management group and (2) the 
wage-earner and clerical group? How have the average rates of pay 
for each of these groups gone up since 1950 and has each been 
treated fairly? 


. What about payments to officers and employees at retirement? As- 
suming that a plan was initiated a number of years ago and that 
your company decided certain benefits were necessary for the 
officers’ and employees’ well-being at retirement, how do these re- 
tirement payments today compare, in view of the inflationary bite te 
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which has already taken place, and what will happen with respect 
to future inflationary bites? 


. What is the effect of inflation on the methods of financing the 
business? Obviously, during an inflationary period, it is generally 
preferable to finance with debt than to finance through equity 
funds. The reason for this is that the person who is willing to lend 
money for an extended period of time during an inflationary period 
does not get back the same purchasing power as he lent and, to the 
extent the lender loses, the borrower profits, 


. Has any attention been given to operating alternatives in the light 
of inflation? Real consideration of inflation also affects the buy or 
lease decisions made in connection with the construction of prop- 
erty or facilities. 


. What about payments to stockholders? If the company has been in 
the habit of paying, say, a flat amount per year or a fixed amount 
per share to its stockholders over the past nine years, it may be 
surprising to get down to “brass tacks” on how shareholders 
have come out. Obviously, $100,000 paid to shareholders in 1950 
was worth 25 per cent more than $100,000 paid to them today. 
Therefore, unless payments have been increased per share by at 
least 25 per cent, the company has not returned to its shareholders 
the same effective dollar amount received by them nine years ago. 
Perhaps the officers and employees have been fairly compensated 
but not the owners. Too many times shareholders are overly en- 
thusiastic about increases in dividend payments and do not realize 
the extent to which the increase they are getting, or perhaps some 
of the rise in stock prices, is simply the reflection of inflation. 


The challenge to the accountant is to really get the facts and figures on in- 
flation, to apply them item by item to every important facet of the business, to 
appraise this information first, and then pass it on to management. The results 
of a study such as this will be very profitable to the accountant as well as to the 
company, and may be eye-opening in areas of the business which need attention 
and thought. 


Maximizing Return on Investment 


Another excellent opportunity for a constructive approach to accounting is 
to apply the concept of “return on investment” to the business. This concept is 
very simple and very important. If there is $1,000,000 invested, obviously, 
there is always the alternative of selling out and putting the money in the 
security market or in other investments. Today, it would not be difficult to earn 
3¥, per cent after taxes in the municipal bond market, 5 per cent before taxes in 
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the utility bond market, and probably around 4 per cent before taxes in the _ 
stock market, without considering the possible appreciation in stock value, 
Management, therefore, should always be aware of the return it is getting in 
the business in comparison with alternative investments. A very good industry 
in which to use this type of analysis would be the textile industry where an 
analysis of profit returns over a fairly long period of time will indicate that 
many shareholders would have been a lot better off to have sold out and in 
vested in government bonds (and stopped worrying about Mr. Benson, the 
Japanese, and the tariff structure.) 

It is not too difficult a problem to appraise the over-all return on investment 
for a given year, but it may be a real accounting job when you try to appraise 
the return on investment of individual segments of a business. Because of the 
difficulty, this has been ignored by many accountants. However, it is a very 
profitable and challenging area into which the accountant should probe deeply. 
It is not a new concept. For example, the duPont Company has been using it 
for years (and with much success) and many other progressive companies in 








this country which are showing good profit returns, adopted this concept many 
years ago. 

The real management-type accountant will look into some of the aspects of 
return on investment to see what can be done about improving the return and 
using it to effectively manage different areas of a business. Let us take a simple 
illustration. Let us say that a given business has a total shareholder investment 
of $1,000,000 and makes $50,000 after taxes, on this investment. The return 
is 5 per cent to the shareholders (before figuring inflation’s bite which may be 
more than half of what the shareholders are earning). The problem is to de- 
termine where that money is invested in the business and how much return or 
profits are being made from the different segments. 

For example, a banking or finance firm may have two divisions. One division 
has $750,000 invested in it and the other, $250,000. Each of them may make 
profits of $25,000 after taxes. In one case there is a 10 per cent return on in- 
vestment and in the other case a 3% per cent return on investment. Yet, many 
business organizations will pay the man responsible for the $750,000 investment 
as much as the man responsible for the $250,000 investment because they ane — 
both returning $25,000 after taxes. Management's thinking has been glued to ~ 
the profit figures without realizing that it is really only fair and equitable to : 
judge the results of profit efforts by considering the amount of money used. ‘ 

Such a measure puts pressure on individuals responsible to use funds effec — 
tively and to make the greatest return, which is what the shareholder really — 
wants. Stockholders’ reports of such companies as General Motors, duPont, — 
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Radio Corporation of America and others show that their top management in- 
centive programs are based, not just on dollars of profit but also on dollars of 
profit in relation to the amount of money in use. Business of all sizes should 
consider this concept in judging their compensation plans so as to recognize 
each individual’s real worth to a business. 

The first problem from an accountant’s or controller's standpoint is to deter- 
mine the amounts of funds invested in the various segments of the business. 
This usually consists of the working cash, the receivables for any given product 
line or division, inventories applicable to each division, and specific property 
and equipment it uses. The total investment is then related to the profits for the 
same segment of the business. The determination of profits by division may 
also prove to be an accounting job because many businesses today still have not 
divided the sources of their profits or losses. After the return on investment 
has been determined, the accountant has an opportunity to assist management 
to increase the rate of return. Two alternatives are available. Either profit can 
be increased or management can reduce the amount of money tied up in a given 
segment of the business. 

A reduction in inventory investment is a logical step in improving the return, 
and this possibility should be carefully studied. In many organizations, the ac- 
countants will have to work with people in the production control and schedul- 
ing divisions of the business in order to accomplish results, but someone has to 
take the lead and the strong controller or accountant is the logical person to 
begin initial research and to get the project under way. 


The Crucial Matter of Controlling Inventory 


In many companies—when interest, taxes, insurance, occupancy and obsolesc- 
ence are considered—it costs between 20 per cent and 25 per cent a year to carry 
inventories. Obviously, with tight business conditions prevalent during the past 
few years, the lead time, or the time it takes from the date you order materials 
until they are received, has been reduced greatly for many products. For ex- 
ample, steel is certainly more accessible today and the lead time is considerably 
shorter than it was eighteen months ago. Similarly, on hundreds of other inven- 
tory items, many companies have not recognized the reduction in lead time and 
are buying and carrying unnecessary inventory quantities at a yearly cost of 20 
per cent. To get and present the facts offers real opportunity for the accountant. 

Management may say that the cost of analyzing the numerous items in inven- 
tory would be more than the results would be worth. This is not necessarily 
true. The first step would be to analyze and divide the inventory into, say, three 
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groups: Group A would be high-cost items making up a large percentage of 


inventory investment and requiring close control; lead-time studies here may sad 


very profitable. Group C would be the numerous small parts and supplies 
usually require 65 per cent of the clerical work but account for only 10 per 
or 15 per cent of the investment. These can be controlled by storing minimum — 
needs in bin packaging and having automatic requistitions for purchases. A 
B would consist of the in-between items which require less clerical work than 
Group A, but lead times would be developed. By reducing lead times, improve 
ment in inventory turnover will result and frequently there are substantial reduce : 
tions in obsolescence costs. 

Another related area in which new thinking is being done to speed up invesis 
tory turnover is in improving decisions on what inventory to make. Suppose 
there is a manufacturer in Dalton, Georgia, who is a producer of tufted rugs. 
The rugs generally are produced for fall and spring furniture shows. About the — 
time of each show, there will be a fairly brisk buying season. It is important that 
the manufacturer produce and ship these rugs in a relatively short period of 
time. But the manufacturer has a two-fold problem. He does not know what he 
is going to sell and, in order to make whatever he does sell, he has to buy or 
produce certain yarns and fabrics ahead of time. And he is faced with the prob 
lem of keeping his inventory investment at a minimum. Heretofore, he has used 
the common-sense approach to the problem. He has been at the furniture show, 
he has talked to his salesmen, and he has received some orders from buyers. He 
looks at what he did last year and, based on all of these factors and his own 
judgment, he decides to make certain styles. He may decide that he is going to 
make them only to customers’ orders. Of course, if he does this, he may find 
that he is not able to deliver a large quantity of some of the best selling items 
in his line because he does not have the proper yarn requirements or, when the 
orders finally come in, he will not have the physical facilities to turn the rugs 
out in time. 

From historical data, which shows the timing of incoming orders in past set 
sons and the past trends of buying, it is possible to scientifically predict the odds 
a manufacturer will have of selling any given quantity of any particular item 
The principle is very similar to the one followed in reporting upon the last 
presidential election. A forecast of the final election results was made on the 
basis of the trends tabulated in the early evening returns. These returns wert 
taken and compared with the same returns in the previous election. By projec 
ing this comparison, it was possible to forecast the final returns early im the” 
evening. As the evening progressed, the forecast got better. Shortly before the” 





can be applied in estimating the quantity of inventory to manufacture and, in 
effect, the same type of odds result. That is, the farther you are from the end 
of your season, the more error there is in your prediction. As you approach the 
end of the season, these statistical techniques get very sharp and the odds on 
being wrong are very small. 

The interesting thing is that, when this approach is presented to hardheaded 
mill managements, they generally are very anxious to use it in deciding what to 
make. While the judgment factor is always present in deciding what particular 
style or item to make, this new technique helps considerably in determining what 
the odds are of selling a particular item. Prior to using mathematical techniques, 
they were simply guessing. The introduction of scientific techniques to the prob- 
lem of determining the amount of inventories which have to be stocked or manu- 
factured can result in profits to your management because it sharpens their think- 
ing, helps cut down on costly mark-downs, and provides an orderly and scientific 
method for handling a problem which is at the heart of ay every manu- 
facturing company's operating situation. 


Conducting Aggressive Analysis in Selected Areas 


Once you have worked on inflation and return on investment, there are other 


problems today which can be given constructive thought by both the accountant 
and management. Here, briefly, are a few areas: 


1. If the business is subject to seasonal peaks, consideration should be 
given to methods of leveling these out and thus increasing profits, 
particularly in the area of financing of customer's purchases in off- 
peak seasons. Customers can frequently be inciuded to buy off-peak 
if they are given proper dating, terms, and storage. 

. If management is considering acquiring new equipment or prop- 
erties, a study should be made as to whether it is beneficial to lease 
or buy this property. The cost of leasing may be very high because 
generally the leasing company will, for example, on 30-year lease, 
expect to amortize its money over a 20-year period but will charge 
for 30-year money. This differential can be substantial and could 
mean a lot to a company in determining the over-all cost of such 
a program. 

. The accountant and controller should be constantly alert for those 
areas of the business in which, because of growth, manufacture may 
supplant purchasing or contracting, in whole or in part. This is the 
old “‘make-or-buy” decision. This kind of thinking will take finance 
companies into the insurance business, it will take banks into the 
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finance business, and can result in the manufacture of products now 
being purchased, and thus eliminate middleman'’s costs. 


. Similarly, on the question of transportation costs, the areas fenitl 5 
probing by the accountant can be very worthwhile. Certainly the — 
costs of owning or leasing trucks in comparison with the costs of 
using common carriers should be investigated. Many companies may — 
find they can profitably take advantage of doing their own hauling. — 


. Incoming orders should be analyzed by size. In practically any 
business, a very large percentage of the clerical work is spent ona 
very small percentage of sales. This is even true in the loan depart 
ment of a bank where a large part of the clerical work is spent on > 
very small loans which are relatively unprofitable. This kind of 
analysis can lead to establishing charges for orders, giving cus 
tomers inducements to increase the size of their orders, or a sus 
tained effort to cut clerical costs. All of this pays off. 


Segregating Processing and Analysis Functions 


Thus, there are many opportunities for accountants and controllers to os 
tribute to their company’s profits: (1) by a thorough examination of the effe 
of inflation on the business, (2) by attempting to put the return-of-inve 
approach to work in the company, (3) by using new techniques of ir 
management, and (4) by setting us a series of analytical approaches to 


segments of business. 

One may say, “Well, all this is fine, but how can I get it accompli 
Perhaps the real method of accomplishing much of this work is by reors 
the typical financial or controller's department so that it has the people t 
the job. Today's controllers should really divide their departments into 
areas. One could be called the processing department and the other the 
or control group. The processing department would handle the ¢ 
accounting details. In the analysis group, you need people responsible 
critical analysis of areas for improving profits. These individuals will not 
burdened by the problems of day-to-day accounting matters. By dividiny 
work between processing and analysis, the accountant will be able to dew 
the type of information that will make a real contribution to management; 
he will gain prestige. Creative accounting can really pay its way. If yer 
not tried it, you should do so. 





ss 


$% SBF 


— FS aR 


» we y 
“*& 2 9 


“ 
* 


» ‘ 7 5 i . 4. boas a 7. 
a es Tae RR: ee” NA n r hie 
pe 7 4 5 “s ay 


ps 


A Proposal for Dual Pricing of 


Intra-Company Transfers 


by ALLAN R. DREBIN 


[" A SMALL WESTERN TOWN recently 
two outlaws had committed a nearly 
perfect crime. People suspected them 
of doing it, but there just was not any 
evidence on which to convict them. 
The quick thinking sheriff placed them 
in separate rooms and made each the 
same proposition, “If you confess I 
will give you $1,000 reward and fine 
your partner $2,000. However, if you 
both confess, I'll fine you each $1,000.” 
Each individual properly reasoned that 
he would be better off confessing, re- 
gardless of what his partner did. How- 
ever, it can be seen that both would 
have been better off if neither had 
confessed. 

A similar dilemma has been pla- 
guing officials of large corporations 
and can partly be explained by a naive 
generalization of the old Euclidian 
axiom that the whole must equal the 
sum of its parts. They have allowed 
the geometric truism to influence their 
reasoning with regard to the decen- 
tralized firm and have come up with a 
corollary hypothesis that the maximum 
profits to the firm will automatically 


be obtained by maximizing profits of 
each division separately. Under certain 
conditions this will happen but, at the 
present time, these conditions do not 
exist in practice. 

Some firms have been circumventing 
the problem by methods which lessen 
the autonomy of the divisions and 
frustrate the objectives of decentraliza- 
tion. They are trying to get a “con- 
fession” out of both their buying and 
selling divisions. Nevertheless, divi- 
sion leaders of integrated firms trying 
to maximize their own division’s prof-. 
its, can be led to make decisions which 
would maximize profits of the firm as 
a whole. 

The matter is important. Today's 
industrial processes are complex and 
require large amounts of capital. This 
naturally results in very large efficien- 
cies of specialization but it is necessary 
to sacrifice mobility. The single en- 
terpreneur can make all the decisions 
necessary to operate his small business, 
but no one man is capable of making 
all the decisions required of a large 
corporation. To help the big business 
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carry on these functions, a hierarchy 
of management has been set up in 
which the higher executives set poli- 
cies and criteria which their subordi- 
nates use to make the multiplicity of 
decisions for themselves. 

Most firms have cost centers which 
attach responsibilities for various costs 
to specific individuals. This gives the 
individuals incentive for taking actions 
which will result in lower costs. How- 
ever, the point at which a firm's costs 
are lowest does not usually coincide 
with the most profitable scale of op- 
erations, as revenues must also be con- 
sidered. The need for attaching re- 
sponsibility to both phases of operation 
results in the establishment of profit 
centers. It is currently believed that, 
by giving the head of the profit center 
an incentive for maximizing profits of 
his own division by some arrangement 
the firm 


such as executive bonuses, 


will make maximum profits. 


The Dilemma 


The weakness in the plan is that the 
interests of the separate groups con- 
flict whenever they come into contact 
with each other commercially. The 
buying division naturally wants to pay 
the lowest possible price for its ma- 
terials, whereas the selling division 
wants to receive a high price. These 
disputes are usually settled by a com- 
pany-wide arbitrations board which 
helps the two divisions arrive at a 
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compromise price with which 

is usually satisfied but which 
nevertheless, cause intra-company tr . 
actions to occur. The price is looked 
upon merely as a device for 

ing the bonuses, for the ——_ 
board will see to it that the ; 
purchase from one another (if that is 
economically desirable). But if P| 
the case, why give bonuses at all, since 
neither of the profit-center manages 
made the decision which was ulti- 
mately most advantageous to the firm? 
The autonomy is gone and the sepa 
rate profits are not a measure of each 
division’s respective contribution 
the firm’s income but rather an indi- 
cation of how much Division A can 
out-haggle Division B. 

The optimum advantage of decen 
tralization can be obtained only if the 
divisions are completely separate and 
free to deal within or outside the com 
pany as they see fit. However, here 
the conflict again arises. If one dive 
sion buys its materials outside the com 
pany, there is the possibility that 
other division which ordinarily woul 
supply this material will be left with 
idle capacity. Although the divisions 
decision to buy outside was sound with 
regard to its own profit structure, it 
obviously did not have the entire firm 
in mind when it considered the par 
chase. Arbitration is not helpful here 
since the selling division is at @ 
tive disadvantage due to its d 
position. 

N.A.A. BU 





Methods of Determining 
Transfer Prices 


In such cases, a good method for 
pricing intra-company transfers will 
enable both divisions to maintain their 
autonomy and yet make decisions which 
benefit the whole firm. Such a method 
is lacking to date. Several different 
methods for determining a specific 
transfer price have been either sug- 
gested or used. The more popular 
methods are four in number and will 
be discussed briefly. 

Competitive market price is prob- 
ably the method which is most often 
used in practice. Market price is de- 
fined for the purpose as the price at 
which trading comparable to current 
interdivisional transactions would oc- 
cur in the outside market. Of course, 
this method affords no real basis for 
any decision whatsoever for, if the 
prices were the same within and out- 
side the company, the manager should 
be ambivalent as to the alternatives. 
If the groups were completely inde- 
pendent, he would not purchase from 
within the firm more than a reason- 
able portion of the time. However, 
this would be the case only if the 
products made by other divisions were 
completely identical to those supplied 
by other firms. In fact, the products 
are never completely alike, and prod- 


uct differentiation is something quali- 


tative in nature and not measurable in 
dollars and cents. This calls for arbi- 
tration. As one firm puts it, 
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“In order to keep interdivisional 
prices in line with the market, a 
pricing committee consisting of a 
representative each of the sup- 
plier and customer divisions meet 
weekly or oftener if necessary. If 
these two representatives cannot 
agree, a decision is made by a 
member of the central raw mate- 
rials purchasing staff.” (Account- 
ing for Intra-Company Transfers, 
N.A.A. Research Series No. 30, 
page 26. N.A.A., June 1, 1956.) 
Thus the divisions are not completely 
independent and it would seem as if 
decentralization was not effective. 
Full cost is another method. There 
are several pricing methods using full 
cost of the supplying division as a 
basis for price. Most of these make 
some allowance for profit, either as a 
margin on sales or as a return on in- 
vestment. The major objection to this 
method is that, at a time when the 
price thus determined is not low 
enough to induce the buying division 
to purchase the material, it might still 
pay the company as a whole to have its 
own division produce it, as long as the 
division is making some contribution 
to its fixed costs. The outside sup- 
pliers may be considering their mar- 
ginal costs in setting their prices, so 
the supplying division would have to 
do the same in order to compete. 
Marginal cost is the third alterna- 
tive and it would seem as if it has 
many advantages over full cost as a 
basis for determining transfer prices. 
It is particularly adaptable to firms 
already using direct costing in their 
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accounting systems. By using prices 
arrived at in this manner, the buying 
division is automatically led to buy 
within or outside the company when 
it is in the company’s interest to do so. 
Here, however, the supplying division 
must give up its independence for, if 
it were completely free to sell on the 
outside, the price could normally be 
expected to exceed marginal cost when 
production is near capacity, since most 
firms will recover fixed costs and make 
profits on balance, and the division 
could not rationally decide to sell 
within the company. It can also be 
noted that the efficiency of the selling 
unit cannot be measured when this 
system is used, since revenues will al- 
ways be directly related to cost. 

Sales is a fourth procedure for pric- 
ing transfers. Its logical basis is that a 
method under which the price of an 
intermediate product is normal profit 
to subsequent divisions will cause the 
selling division to sell to the buying 
division when it is in the best interests 
of the company to do so. This is not 
very practical with items which com- 
prise a very small portion of the final 
article, such as spark plugs in an au- 
tomobile but, in most instances, should 
be useful. Here the major drawback 
is that the buying division will always 
show just a “normal profit,” and so 
there is not much incentive for profit 
maximization in that division. 


A Proposal for Dual Pricing 
The four major methods mentioned 
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above all arrive at a single price 
tra-company transfers. Probably, 
ever, in order to have econe : 
sound decisions, two different prices 
are necessary. The buying divisio 
should be charged marginal cost, 
the selling division should be cre 
for selling price minus profits and 
to complete. In this way, the . 
division will continue to expand ut 
put as long as its marginal costs ae 
less than its marginal revenues (which 
because of the transfer price are alsp 
the firm's marginal revenues). This 
would be the same level of production — 
arrived at by one trying to optimize 
the profits of the whole firm. Like 
wise, the buying division will continue 
to employ materials obtained from 
other divisions as long as their mat 
ginal cost (which because of the trans 
fer price is also the firm's marginal 
cost) is less than the marginal revenue 
attributable to these factors and, of 
course, less than the price obtainable 
outside the company. This is the ex 
tent to which a person trying to maxi- 
mize the firm’s profits would hire 
resources. 

Prices would be set by application 
of specific formulas to precise account 
ing data, rather than as a result of 
subjective arbitration. The division 
managers would not only be caused to 
make decisions which are best for the 
firm but would have more time 
make them when relieved of theit 
wasteful functions as arbitrators. &: 
The main objection to having 
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sets of prices for the same transaction 
is the difficulty in accounting which 
the system causes. In particular, the 
fact that the sum of departmental 
profits will usually exceed the profit 
from the entire operation (unless the 
prices should coincide) is apt to be 
confusing. However, the intra-com- 
pany profits are eliminated on consoli- 
dated statements anyway. It is only 
for inter-departmental comparisons 
that the figures are meaningful. Here, 
however, is a major advantage of the 
plan. 

It is true that the profit attaching to 
any one transaction will be more than 
the contribution which it makes to the 
firm's income. But the profit of the 
separate divisions will now be propor- 
tional to their relative contributions. 
By purchasing from within the firm 
rather than outside, a division has in- 
creased the firm’s profits by saving 
money as much as if it had sold some 
goods at a profit. “A penny saved is a 
penny earned,” and the executive who 
purchases goods economically should 


be given credit for his role in raising 
corporate profits as much as the head 
of the division on which credit rests 
for selling them at a “profit.” By 
adding up all the divisional profits and 
allocating executive bonuses on the 
basis of the proportions thus deter- 
mined, true recognition will be given 
to those who benefit the entire corpo- 
ration. Perhaps divisional “goals” will 
have to be established at higher levels, 
but this problem should be handled 
without too much difficulty. 


The Proposal in Substance 
It has been shown that, in some 


cases, economically sound decisions de- 
pend on two separate sets of transfer 
prices, marginal cost for the buying 
division and final selling price, less 
cost to complete and fair return to 
subsequent divisions, for the selling 
division. I believe that the objection- 
able features of the plan are easily 
overcome and that most large firms 
would benefit from its adoption. 


Cyd 
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THE ANNUAL STATEMENTS ARE HERE AGAIN by Ernest H. 


HIs IS THE FINANCIAL accounting 

season and at least brief restate- 
ment of some of its basic principles is 
timely. 

The chief purpose of all accounting 
in the financial and industrial world 
is to supply all persons interested in 
the particular business upon which the 
report is being submitted, with a con- 
cise but intelligent statement of the 
operations of the company for the pe- 
riod. There is no other means by which 
the owners and managers can be in- 
formed of the success or failure of the 
venture. The reports which most clear- 
ly picture the situation are most useful 
to management, and, hence, best serve 
this purpose. Obviously, therefore, the 
utilitarian viewpoint of accounting is 
probably more important than any of 
the others. 

Another viewpoint which is of ex- 
treme importance is that of consistency. 
It is only in those cases in which the 
accounting has been on a consistent 
basis that a true comparison can be 
made of the operating results and of 
the financial status of the company as 
of a particular period with similar re- 
sults of a previous period. The impor- 


tance of consistency cannot be over. 
emphasized and, in those cases ia 

which circumstances require a depar 

ture from it, this must be clearly indi. 

cated. 

Great emphasis must also be given 
to the going-concern concept of as 
counting. Obviously, accounting re 
ports on a concern which expects 19 
operate indefinitely must be based on 
going-concern values. The going-com 
cern concept assumes that 
are “worth” the price paid for them 
and they are, therefore, carried at const, 
less an allowance for depreciation ot 
amortization during the period over 
which they have been owned. 

The materiality concept is also im 
portant. The task of condensing all of 
the transactions of an active busienss 
into a comparatively few figures ina 
financial statement at the year end is 
indeed a difficult one. It is only the 
more important aspects of the business 
which should be reflected in such state 
ments and the immaterial transactions 
must be ignored. Management seeks 
only to learn of the highlights because 
it needs only the highlights for guid- 


ance as to future operations. 


* Peat, Marwick, Mitchell & Co., Waterbury, Conn. 
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Putting Method and Speed 
Into Your Accounting and Closing 


by WALTER R. DEE 


AS HEAD OF THE FINANCIAL DIVISION, it is very disturbing to realize that your 
accounting system is not providing the service and reports for most effective 
management of the company. You may have noticed that top management is 
constantly questioning the composition and meaning of facts in the monthly 
financial statements and also that operating supervisors are not completely sat- 
isfed with present reports which they are receiving. You may further detect that 
clerical personnel are uncertain as to the distribution of charges into their proper 
ledger accounts. Something must be done and you are the one responsible for 
remedial action. It is important for you to develop a well-planned, step-by-step 
program with which to attack and satisfactorily solve the existing problems. The 
pattern for revising your accounting and financial reporting system must be log- 
ically created in order that a workable solution be obtained. 
To present an example, a lumber company will be used. However, the pattern 
is easily adapted and useful, no matter what type of mens or service is 
involved. The steps of this pattern are: 


Analyze the products or service of the company. 

Review the organization of the company. 

Determine preliminary design of financial statements and reports. 
Discuss preliminary design with management. 

Design and review final statements and reports. 

Design and code the chart of accounts. 

Cross-reference the old accounts to new accounts. 

Check new financial statements with revised chart of accounts. 
Identify accounts with divisions and departments. 

Write all methods of allocations and distributions. 

. Develop standard journal entries. 


1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 


—_— — 
- © 





WALTER R. DEE, Los Angeles Chapter, 1956, is Manager-Management Controls Depart- 
ment, Peat, Marwick, Mitchell & Co., Los Angeles, California. He joined this department 
in Chicago in 1955, and promoted to his present post in 1958. Previous to this,-Mr. Dee 
was Assistant Production Manager at Combustion Engineering Co. and Production Manager 
of Amgears, Inc. 
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12. Write explanation of accounts. 

13. Prepare instructions for systems and procedural changes. 
14. Review personnel and equipment requirements. 

15. Develop conversion schedule and closing calendar. 

16. Conduct orientation and education programs. 

17. Maintain a follow-up program. 


This article will take up these steps in the order given. 





- 





HANDLING 
STACKING 


l. . . 4. 



































Preparing logs for entrance into the sawmill. 
Sawing logs to obtain maximum realization. 
Grading and preliminary sorting. 

Sorting and stacking for entrance into dry kilns. 
Furnace drying operation. 
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EXHIBIT 2 


Products for Service) and Organization of the Company 


Accounting supervision must have a thorough familiarity with the product) 
service in order to evaluate the accounting systems and procedures. It i > 
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tremely helpful to obtain or prepare flow charts reflecting the process from con- 
ception through final shipment. Thus, marketing, engineering, manufacturing, 
and service operations are clearly shown. In the lumber company, the basic 
material is the tree which flows through a series of logging operations to become 
a log. It then goes through another series of operations at the sawmill to be- 
come lumber. Finally, the lumber is further manufactured into wood products. 
Exhibit 1 sets forth a portion of the operational flow chart, showing the opera- 
tions from the log pond through the dry kilns. Obviously, the understanding 
of the flow is a necessity in formulating many accounting decisions, such as num- 
ber of labor accounts, number of cost centers, and the inventory reporting points. 
This same type of analysis was conducted of timberland, engineering and mat- 
keting operations for the lumber company. 

Now that a complete familiarity with the product exists, it is necessary to 
review the organization in order to place responsibility for the various operations. 
Obtain or construct organization charts and review personnel responsibility. At 
this point, the financial head can evaluate the abilities of the accounting personnel 
relative to their assigned duties and responsibilities. Statérment and report re- 





LUMBER COMPANY 
SUMMARY OF NET INCOME 


FOR THE MONTH OF. i9 











Net Sales 


Operating Income: 
Logging Divisions: 
Division A 
Division B 
Division C 


Total Logging 


Lumber Divisions: 
100,000 Division A 580,000 
45,000 Division B 235,000 
35.000 Division C £35,000 




















180,000 Total Lumber 1,110,000 
20,000 By-product Division 100,000 
200,000 Total Operating Income 1,215,000 


5,000} Other Income 40,000 
5,000] Other Expense 35,000 


200,000] Income before Taxes 1,220,000 
100,000} Provision for Taxes 610,000 


$ 100,000 | Net Income 610,000 
EXHIBIT 3 
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of the organization chart for the lumber company is shown in Exhibit 2. The 
chart shows that one logging vice president is responsible for three logging 
divisions and that one manufacturing vice president is responsible for three 
lumber manufacturing divisions and one by-product division. The completed 
chart would indicate all departments and department heads. 


Design of Financial Statements and Reports 


With full knowledge of the product and the organization, the next item is to 
evaluate the present financial reporting and accounting system and to design the 
type of statements and reports which will be of greatest value to all levels of 
management. Even though this is a preliminary design subject to discussion 


and change, it should be drawn in detail to enable sound interpretation and — 


analysis. These are the statements and reports which you as head of the financial 
division believe that other members of management should receive. 

In the lumber company, it was decided that top management should receive, 
among other statements, a summary of net income by area of responsibility as 
shown in Exhibit 3. In discussing this statement with top management, the 
financial head should stress such advantages as a quick view of the operations, 
matching income with a responsible individual, showing results of operations 
for each income producing area, and the feature of comparing actual results with 
budget. A major decision for this company was to transfer logs at a standard 
cost from logging to manufacturing. Thus, logging profits or losses can be 
measured in relation to standard, and manufacturing costs at the sawmill are not 
affected by fluctuations in logging costs. 

With the preliminary design of statements and reports completed, the ac- 
counting head begins discussions with members of top management to determine 
if these statements and reports provide the information management desires and 
to obtain ideas regarding requirements. The reason for the preliminary work 
is, in fact, to show management something at this time. It is most difficult to 
discuss statement and report format and content without having an exhibit which 
can be analyzed. You will find that, in discussing certain reports, it would be 
advantageous for a vice president to have his management team members evalu- 
ate and express their opinions and requirements. In this way, the vice president 
will not only be aware of the statements he will receive but also of the reports 
which his supervisors will receive. In discussions with the manufacturing vice 
president in the lumber company, a detailed operating report of the dry kiln 
department, as shown in Exhibit 4, was proposed. The plant superintendents and 
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quirements can be determined after the organization is clearly defined. A portion ‘ 
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LUMBER COMPANY 
OPERATING REPORT 
DRY KILN DEPARTMENT 
FOR THE MONTH OF 19__ 
a  Staew Actual Budget 
Se Amount _ Per _M Amount Per M 
Footage [ried - M Feet § 500 = 8,000 = 
Labor: 
Direct $ 2,400 $ .28 $ 2,500 $ .31 
Supervision 650 .0e 650 08 
Repair 450 -05 350 04 
Other Indirect 100 .01 100 -O1 
Overtime Premium 350 04 300 04 
Payroll Expense 240 03 250 203 
Total Labor 4,190 .49 4,150 Pt) 
Materials: 
jperating 560 - 06 500 -06 
Repair 220 .03 250 -03 
ther 60 -01 65 201 
Total Material 840 -10 815 210 
ther Expense: 
Steam Power 4,100 -49 4,000 -50 
Electric Power 2,100 -25 2,000 -25 
Fixed Charges 500 -06 500 - 06 
Allocated Expenses 500 206 500 .06 
Total Other Expense 7,200 86 7,000 287 
Total Department Expense $ 12,230 $ 1.45 $11,965 . $ 1.48 
EXHIBIT 4 


foremen were asked for comments. The report was accepted because it was 
short, concise, meaningful, and incorporated a comparison to budgets. (Fixed 
budgets are used presently by this company.) Reports are most understandable 
if expressed in the terminology used in the plant, such as the ““M” information, 
shown in the exhibit. : . 
After preliminary design is discussed with management, all statements and 
reports should be finalized. At this time, they should be in a form ready for 
printing. Obviously, the reproduction and binding methods should have been 
considered. The new statements and reports should be bound and then reviewed 
once more with responsible executives for final approval. In the lumber com- 
pany, it was necessary to establish a report distribution method so that each 
level of management would receive a set of statements and reports applicable 
to its position and responsibility in the company. As a result, departmental 
foremen received detailed reports only, while top executives received financial 
statements containing sufficient information for successful planning and control 
at their level. 
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Design and Coding of the Chart of Accounts and Check to $ 


The design of the chart of accounts should reflect the operations of the ¢ 
pany as expressed in the statement and reports which management requi 
should be constructed in a manner that allows for expedient statement prep 
tion directly from account totals. All old accounts should be reviewed for me 
ing, activity, and possible consolidation or elimination. Based upon the 
reporting format, new accounts may be added. In particular, it may be a 
sary to add control accounts to expedite monthly closing. The accounts in ‘si 
general and expense ledgers should be worded to conform with generally accep 1 
accounting terminology. Depending upon the size of the company, it may be 
possible to combine the general and expense ledgers. Coding the accounts be 
comes important. At this time, divisions and/or departments must also be 
Adherence to numeric coding is preferred in view of either present or 
possibility of ledgers or punched cards. 

In the lumber company, the general and expense ledgers were revised. The 
old accounts were reviewed and new accounts developed. The old expense 
ledger was reduced from 150 to 78 accounts because many accounts duplicated — 
one another. The accounts were then listed in an order which expedited state 
ment preparation. Finally, a simple coding was developed which consisted of 
three-digits for general ledger accounts, a three-digit expense ledger code, two 
digits for divisions and two digits for departments. It was determined that this 
coding allowed sufficient room for expansion. 
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CROSS REFERENCED CHART OF ACCOUNTS 
NEW ACCOUNT OLD ACCOUNT | 
NUMBER ACCOUNT DESCRIPTION NUMBER J 
100 General Account - First National Bank A-100-1 
101 General Account - State National Bank B-100-1 
102 General Account - Bank and Trust Co. C-100-1 
103 Payroll Account - First National Bank * A-100-2 9 f 
109 Petty Cash Funds D-100, D-l0Ly 
MARKETABLE SECURITIES a 
120 United States Government Bonds D-105-r f- 
RECEIVABLES ; 
130 Accounts Receivable - Wholesale E-110-1 ~ 
131 Accounts Receivable - Retail E-110-2 
132 Sundry Accounts Receivable E-110-3 — 
137 Notes Receivable F-110-) 
139 Allowance for Doubtful Accounts G-110-1 














EXHIBIT 5 
N.A.A. BULLE 
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It must be realized that people have become accustomed to the old account 
numbers. Therefore, it is necessary to cross reference all the old account num- 
bers to the new numbers. Division and department numbers will also require 
cross referencing. Exhibit 5 represents a portion of the cross referenced general 
ledger accounts for the lumber company. The accounts are in order as they 
would be drawn off for balance sheet preparation. Anyone can immediately see 
that new account No. 109 replaces the old account Nos. D-100 and D-101 for 
the petty cash account. For this company, all asset accounts are coded in the 
100 series. A further breakdown restricts the various asset accounts by category. 
Thus, receivables are included in the 130 series, while fixed assets may be in 














y be the 170 series. 
s be 
yded, 
is LUMBER COMPANY 
uture 
SPREAD SHEET 
The ACCOUNT, DIVISION, AND DEPARTMENT CODING 
pense DRY KILN DEPARTMENT - DEPT. NO. 08 - 
€ Account Account Division A | Division B | Division C 
state- Number Description No. _O) No. _02 No. _03 
d of 001 Direct Labor 01-08-001 | 02-08-001 | 03-08-001 
o 002 Supervision Labor 01-08-002 | 02-08-0002 | 03-08-002 
006 Repair Labor 01-08-006 | 02-08-006 | 03-08-006 
- - 03-08-009 








two 
t this 009 Trucking Labor . 
OEIC LOCOLE PEO 
035 Repair Material 01-08-035 | 02-08-035 | 03-08-035 





























“a 049 Other Material 01-08-049 | 02-08-049 | 03-08-048 
}51 Steam Power 01-08-151 | 02-08-151 | 03-08-151 
ount 152 Electric Power 01-08-152 | 02-08-152 | 03-08-152 
R 250 Fixed Charges 01-08-250 | 02-08-250 | 03-08-250 
375 Allocated Expense 01-08-375 | 02-08-375 | 03-08-375 
+1 EXHIBIT 6 
-1 
+1 ; es sill 
He | In order to check against the work you have done to this point, analyze 
ie statement flow to make certain that figures in each statement can be traced. Then 
take each statement and insert account numbers next to the applicable descrip- 
= tion line on the statements. Simultaneously, check off the account in the ledger 
as being used. Do not be surprised to discover items on your statements that 
-1 have no account number provided. You may find that accounts have not been 
as 









-3 } 






put in the proper sequence for fast statement preparation. You may also find 
that you have created accounts which do not appear in any statement. This state- 
ment and account check proved invaluable in the lumber company in arriving 
at proper statements and applicable accounts in the sequence that was required. 
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Identifying Accounts With Divisions and Departments 






If more than one division is involved, you will find that personnel in — 
divison are interested in the accounts and coding which they are to use. 
fore, it is necessary to list each account with its assigned code for each 
In the same manner, the departmental expense accounts must be identified and 
coded. Each division and department is then provided with the accounts and 
codes which they are to use. Thus, if the general cash account applies only to 
the home office, none of the divisions would see it in their list of accounts. 

For the lumber company, a spread sheet was prepared listing every account and 
the divisions across the top. Then, for each account, a decision was made as to 
which division used the account. Wherever an account was used, it was coded 
under that division. Finally, a listing was prepared from the spread sheet for 
each division, reflecting the active accounts to be used by the division. Exhibit 6 
shows the departmental listing spread sheet prepared for the dry kiln department. 
Division A knows that its division code is 01, that the department coding is 
08 and the total code for each account includes the division number, department 
number and account number. The spread sheet indicates the accounts and coding 
which this division is to use. 







































Allocations and Distributions; Standard Entries and Explanations 


In the development of the revised accounting system, you may have changed 
some of the previous allocation and distribution bases. In any event, you should 
write an explanation of every allocation and distribution in order that everybody 
will follow the same method in distributing or allocating the various expenses. 
In the lumber company, descriptions were written for distributable expenses, 
such as administrative, selling, timberland, steam, maintenance, factory over 
head, and others. These were written on standard practice bulletins and incorpo 
rated into the company manual of operations. Exhibit 7 shows the distribution 
written for timberland expense. In addition to these explanations, all accrual 
and fixed charge registers were prepared in advance. 








You must decide upon the standard journal entry form. Possibly your present ge 
one is suitable. Remember that these should be pre-printed, including all fixed jo 
information, to reduce clerical effort in preparing entries. The form should com Jo 
tain space for entry indentification, source information, and spaces for signatute re 
and date of responsible individuals who prepare, approve, and post the entry. — de 


The standard entries can best be developed by taking advantage of the chatt 
of accounts. Prepare a spread sheet listing every account and its code in the 
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LUMBER COMPANY 















STANDARD PRACTICES: Accounting Manual PRACTICE NO.: 225 
DATE: 
APPROVED BY: 


SUBJECT: Timberiand Distribution 





PURPOSE: The purpose of this practice is to describe the procedure for 
accumulating and distributing timberland expenses. 


SREP US: 5 
] 


PROCEDURE: All timberland expenses will be aecumlated monthly in the 
Timberland Control Account #701 in the General Ledger. 





At month-end a fixed predetermined amount based on budgets will 
be charged to each of the three logging divisions. Account 
#701'dill be credited and the Timberland Expense Allocated, 
#702 will be charged for each logging division. The charged 
amount will appear directly on the Net Income Statement of 
each logging division. 


The amount not absorbed during the month will be suspended in 
the control account for the month as a deferred item. The 
suspensed amount will be-included in the charge the following 
month and the distribution of this suspensed amount will 
follow the fixed predetermined percent. Thus, the Timberland 
Control Account #701 is progressively corrected each month. 


ROGRBse 


a8 











EXAMPLE: First Month: 
Budgeted Timberland Expenses - $ 5,000 
Actual Timberland Expense = 5,200 
Distributed per budget to: 
Logging Division A - 2,000 
is Logging Division B - 1,500 
j Logging Division C - 1,500 
i Suspensed Amount - 200 
ould Second Month: 
ody Budgeted Timberland Expenses - $ 5,000 
Actual Timberland Expense - 5,300 
nses. Distribution per budget plus 
suspensed amount: 
nses, Logging Division A - 2,080 
over: Logging Division 8 - 2,060 
Logging Division C - 2,060 
>rpo- Suspensed Amount - 300 
ition 
crual 
° EXHIBIT 7 
esent general ledger. Draw two columns indicating debits and credits under a standard 
fixed journal entry heading (Exhibit 8). The next step is to decide what standard 
| con Journal Entry No. 1 will be. Suppose you decide that this entry will be cash 
ature receipts. You inspect the accounts and pick up every account which receives a 
try. debit in this entry. You list these credit accounts in the entry and indicate a 
chart number “1” in the credit column of each affected account. You have completed 
n the the account identification for Entry No. 1. On the standard journal entry work- 
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sheet, you explain the entry, identify its source or sources, and give it its 
ard number. You may decide next that Standard Journal Entry No. 2 will 
cash disbursements. You follow the identical procedure for this and all ¢ 
standard entries. 

When all standard journal entries are completed, you inspect the spread sheet 
to assure yourself that every account is covered by a standard journal entry. Ac 
counts not included in standard entries must be analyzed to determine why they 
exist and how they are to flow into the books of entry. After all entries are” 
developed and reviewed, the next step is to prepare a Standard Journal Entry 
Schedule, as shown in Exhibit 9. This schedule assigns responsibility and timing 
for each entry. It will also be used as a progress guide for each monthly closing, ~~ 
Obviously, the scheduled time for completion of each entry will depend upon the 
closing schedule for the company. i 

Exhibits 8 and 9 reflect some of the work which went into the development ~ 
of standard journal entries for the lumber company. 





PARTIAL CHART OF ACCOUNTS INDICATING 
ASSIGNED STANDARD JOURNAL ENTRIES BY ACCOUNT 





STANDARD 
ACCOUNT DESCRIPTION JOURNAL ENTRY 
DEBIT e) 








General. Account - First National Bank 
General Account - State National Bank 
General Account - Bank and Trust Co. 
Payroll Account - First National Bank 
Petty Cash Funds 


United States Government Bonds 


Accounts Receivable - Wholesale 
Accounts Receivable - Retail 
Sundry Accounts Receivable 
Notes Receivable 

Allowance for Doubtful Accounts 




















LUMBER COMPANY 


STANDARD JOURNAL ENTRY SCHEDULE 
ENTRY RESPONSIBLE EDULE 


|__DESCRIPTION __| FOR PREPARATION |WORK DAY 
Cash Receipts . Brown 2 PM 
Cash Disbursements - Smith 1 PM 
Payroll - Cole 2:30 PM 
Accounts Payable - Olds 
Depreciation . Black 



































EXHIBIT 9 
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Each general ledger and expense ledger account must be explained in detail 
in order that personnel using the accounts will be aware of the appropriate 
charges and credits to the accounts. Furthermore, the distribution basis of each 
expense account must be described. If you assume that a new accounting clerk 
may be hired next week and must quickly become familiar with the accounts and 
their meaning, you will realize the significance of these explanations. Standard- 
ization will also be achieved, in that everybody will be using the accounts in 
the same way, based upon your explanation. The explanations are simple to 
write because you already have the account placement in statements, the journal 
entries completed, and the source information indicated on the journal entries. 

For the lumber company, two forms for explanation of accounts were used. 
The first form, for general ledger accounts, contained the debit explanation and 
debit sources and also credit explanation with credit sources. The second form, 
for expense ledger accounts, contained charge (or credit) explanation, source 
information, and distribution basis of the account. Exhibit 10 shows an explana- 
tion of the supervision labor account in the expense ledger. 





LUMBER COMPANY 





STANDARD PRACTICE: Accounting Manual PRACTICE NO.: 318 


SUBJECT: Explanation of Accounts aasas 
Account #002 - Supervision Labor APPROVED BY: 





CHARGE: With the salaries and wages paid to persons who act in 
the capacity of supervisors or assistant supervisors 
in office or plant departments. A departmental list- 
ing attached designates supervisors assigned to 
departments. . Non-salaried people who act as supervis- 
ors will charge their time to this account and their 
respective department. 


Office Payroll Register 
Hourly Payroll Recap 
Standard Journal Entry #3 


DISTRIBUTION BASIS: Based on departmental listing attached assigning 
supervisors to departments. 


Based on time reported by hourly persons acting in 
supervisory capacities. 











EXHIBIT 10 


Procedural Changes; Personnel and Equipment 


Revising the financial reporting and accounting system normally involves 
changes in certain systems and procedures. You are thus required to revise 
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present standard practices or prepare new ones describing systems and procedures — 
under the revised system. Most of the changes will be in areas affected by the 
revised coding such as labor reporting, purchasing, material requisitioning and 
warehousing. At this point, procedures and forms should be developed for all 
worksheets which are required under the revised methods. For the lumber com t 
pany, instructions were written for those systems and procedures which required ‘ 
revision and these instructions were incorporated into the company manual. 
Certainly, in this entire program, much thought has been given to the num- 
ber and type of people required and to the most appropriate equipment to be 
utilized. These areas should be reviewed thoroughly at this point. You may 


































find that present personnel and equipment are suitable under the revised system. 
In the lumber company, the existing tabulating installation sufficed for the re § 
vised accounting needs. Due to reassignment of duties and the transfer of pay- 
ables to tabulating, it was possible to reduce the accounting personnel by two LW 
people. ; 
s 
Conversion Schedule; Closing Calendar; Orientation ; 
. 
Certain planning is now in order as regards the chronological sequence of the . 
. . . . U 
conversion to the new system, as well as that of the normal periodic closings. K 
Let us see what was done relative to converting and closing at the lumber com- : 
pany. The revised accounting system went into effect at the middle of the fiscal Is 
Ts 
year. The following steps were incorporated into the conversion schedule: ‘ 
1. Formal notice of change-over as of July 1. sl 
2. Issuance of all information relative to the change, such as chart 
of accounts, statement and report format, explanation of accounts, 
standard journal entries, systems and procedural changes, and on: 
worksheets. tio 
3. Schedule of June closing under the existing system. me 
4. Schedule of statement and report issuance under the existing Pre 
system. par 
5. Schedule of transfer of amounts from existing accounts to new 
accounts. 
6. Up-dating the year-to-date figures as they would appear in the new 
statements. 
7. Revision of budget figures wherever necessary. Mo 
8. Reassignment of the duties of personnel for day-to-day activities P 





and also closing activities. 
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In the preparation of the closing schedule, it was necessary to schedule the 
tabulating department and the remaining office functions in detail. Deadlines 
were established in terms of work days and specific times. The various machines 
in the tabulating department were scheduled to meet the deadlines. It was de- 
termined that a manual function could be performed in time to meet these. The 
standard journal entry schedule was reviewed and approved. Finally, a sum- 
mary closing schedule was developed for use by the financial head. This sched- 
ule, a portion of which appears in Exhibit 11, provided him with a progress 
check of closing for each month. 





























LUMBER COMPANY 
MONTHLY CLOSING SCHEDULE Month 
APPLICATION DEPARTMENT ereiyeet ys 
RESPONSIBLE SCHEDULED ACTUAL 
Voucher Register Tabulating | 2 - 11:00 
Payroll and Distribution Tabulating | 2 - 3:00 
Invoices Tabulating | 3 --10:00 
Sales Register Tabulating | 3 - 11:00 
Shipments Tabulating | 3 - 3:00 
Cash Accounting | 3- 4:00 
Warehouse Issues Tabulating | 4- 4:00 
Work Orders Tabulating | 5 - 3:00 
Complete all Journal Entries Accounting | 6 - 2:00 
Key Punch all Journal Entries Tabulating | 7 - 10:00 
Trial Balance Tabulating | 7 - 3:00 
Issue Profit and Loss, and Balance Sheet Accounting | 8 - 11:00 
Issue Other Financial Statements Accounting | 9 - 3:00 
Issue Departmental Reports Tabulating | 9 - 4:00 
EXHIBIT 11 


A sizeable package has been put together. Although yow understand it, every- 
one in the organization must be thoroughly oriented and educated in the opera- 
tion of the revised system. Classroom instructions provide the most effective 
method of education. A complete company manual defines the system and 
provides the means for adherence to established practices. At the lumber com- 
pany the planned instructions were given to the following groups: 


1. Top executives. 4. Accounting personnel. 
2. Office management. 
3. Superintendents and foremen. 5. Shop and field clerks. 


Maintain a Follow-Up Program 


Once the revised system is in operation, a constant follow-up program must 
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be maintained. This program includes a check on the proposed operations and 
investigations for improvement of the developed system. At the end of a year’ 
operation, a complete review of the accounts will disclose the need for, and 
usage of, the established accounts. Personal reward of your efforts will be ob 
tained with the expressed satisfaction of all people who benefit from your 5 
efforts. The basic results of the revisions as experienced by the lumber 
were enthusiastic response to the financial statements, simplification of the < 
accounting procedures, and pronounced acceleration of the monthly closings, 





How Accountants Can Help Management Manage 


by J. E. TRAINER 


» DIFFERENCE BETWEEN an in- 
formed and an uninformed man- 
agement is often the difference be- 
tween profit and loss. The value of 
the accountant in this endeavor has 
come to me many times through per- 
sonal experience in my business ca- 
reer. I have seen men in manage- 
ment who sought to be informed and 
were unable to find accountants of a 
calibre to provide proper information. 
I have also seen top-notch, information- 
laden, uncommunicative accountant- 
executives who were unable to “get 
through” to certain members of man- 
agement. Thus, the observations to 
be made in this article about the 
accountant-executive come in large 
measure from my own experience. 

I think we should first reach some 
sort of an understanding as to what 
we mean by the term “management.” 
It is a broad term which includes lots 
of people who are responsible for and 
who are directing the work of other 
people at all levels in the operation 
of a business enterprise. Management 
includes, certainly, the directors and 
officers of a corporation. It also in- 
cludes the chief engineers, the plant 


superintendents, the department man- 
agers, the supervisors and the fcie- 
men in a modern manufacturing com- 
pany. Furthermore, there are many 
different kinds of activities in our 
modern plant which require the ser- 
vices of managers. Some of the im- 
portant ones are in the fields of en- 
gineering, purchasing, finance, sales, 
and research and development and, 
needless to say, production. Therefore, 
in referring to the ways in which ac- 
countants can help management, I am 
thinking of those people who man- 
age lots of different kinds of activi- 
ties, and at all levels, from the fore- 
man in the shop up through the 
major executives of our modern busi- 
ness. 


Information—Promptly, 
Clearly, Emphatically 


Exactly how can accountants be 
most helpful to their companies? 
What can they do—and when should 
they do it—to assist management in 
running the company? How can they 
best employ their knowledge of the 
company and their skill as accountants, 
and make the most of their oppor- 





JAMES E. TRAINER is Executive Vice President, The Firestone Tire & Rubber Company. 
He joined this company in 1939 as Production Manager in charge of all company plants, 
and since then he progressively advanced to his present position. 
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tunity to keep management properly 
informed? Here are some of the 
things which I think must be seriously 
considered. 

The day when business could be run 
by hunches—by “the seat of the pants” 
—if that day ever existed, is gone. 
Efficient management means informed 
management—and the accountant is 
certainly an important man when it 
comes to the problem of keeping man- 
agement informed. 

Management must be told promptly 
about the things that have happened. 
Stale figures are not only useless but 
are actually a liability, because we 
may give them our time and attention 
when we should be concerning our- 
selves with what is happening today. 
I am sure it is generally realized that 
the preparation of accounting reports 
is not in itself a goal. Instead, ac- 
counting reports serve as most valuable 
and useful tools in the hands of 
enlightened management—and guide 
management toward the decisions 
which must be made every day in run- 
ning a business. However, it is not 
very helpful to a factory foreman to 
tell him what happened two or three 
weeks ago. He must know what hap- 
pened yesterday and what happened 
last week, in order to decide whether 
some corrective action is called for. 

A little in the way of accuracy 
might well be sacrificed in order to 
get reports in the hands of manage- 
ment more promptly, because a prompt 
report with a small degree of in- 
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accuracy is certainly more helpful 
a late report which is accurate to the” 
last penny. It is better to show a pa 
tient’s fever at 101 degrees while te 
is alive and something can be " 
about it, rather than being accurate ; 
the point of reporting that “Joe 
temperature last night was 
103.4785 degrees when he died.” The 
too accurate reporting of Mr. Smith's 
fever did not help the patient at all! 

Another very important point is the 
form and the language of statements 
and reports. Keep them simple. Avoid 
the use of long and multi-columa 
statements which cannot be read with 
out the aid of a ruler as a guide. Use 
language which will be understood by 
the reader of the report, whether he 
be a factory foreman or a plant super 
intendent. Avoid what I might call 
“accounting terminology.” If you want 
to tell a department manager that he 
used too much material to make the 
finished product, tell him that, dont 
call it “material usage variance” of 
“invisible loss.” Always keep in mind 
the fact that those who use your © 
ports, in many cases, do not have your 
accounting training and background 
Talk to these people in words and 
phrases which they will readily under- 
stand. All of us have fallen inte” 
business jargons—the legal jargon, the 
production jargon, the labor relations” 
jargon, the advertising jargon and 
others. But we have to forget jargon’ 
when we are dealing with people ¢ : 
side our immediate fields. 
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It has been said that brevity is the 
soul of wit. Brevity is also the soul 
of real, live, useful financial reports. 
You must keep in mind that reports 
should be brief and should highlight 
the important points you wish to make; 
so you should not clutter them with 
unimportant details. 

Some thought may well be given to 
various ways in which to present the 
story. Charts and graphs are very use- 
ful and often provide the means by 
which to show at a glance the im- 
portant trends which are taking place 
in the company. Trend data are ex- 
tremely helpful because they point out 
the direction in which we are going 
and it is often difficult to get the pic- 
ture by comparing many sets of figures. 
If you are now using charts and graphs, 
you may find that their use can be ex- 
tended. 
chart-making techniques have been 


I might suggest that new 


developed—such as those used in 
U. S. News & World Report (called 
pictograms ). These might well be stud- 
ied and considered. I know a fellow 
who, when he became president of an 
$800,000,000-a-year company, had one 
chart, and one only, made for him: 
a source-and-application-of-funds chart 
for the period 1947-56. With that 
one chart alone he sold his board on 
his ideas for improvements and acqui- 
sitions, he charted his future course, 
and made many decisions. That is how 
important a chart can be. 
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"Get Out and Get Under" 


Some accountants may consider that 
their job is simply one of telling man- 
agement of the things that have hap- 
pened. However, it is as important a 
part of the job to “sell” as to “tell.” 
Reports must be designed so they will 
be understandable and the accountant 
must be prepared to explain and inter- 
pret them by written communications 
and in meetings with other manage- 
ment personnel. Many people believe 
that the man who sells the finished 
product to the customer is the only one 
who needs to do a selling job. This is 
not true. It is equally important that 
engineers, plant superintendents, re- 
search people and accountants be pro- 
ficient in selling and explaining ideas 
to their business associates. The ac- 
countant’s intimate knowledge of the 
company is of little use to its man- 
agement if he cannot convey that 
knowledge to someone who can use it. 

Next I would like to suggest that 
accountants maintain a continuing 
knowledge of what is actually going 
on in their companies’ plants—and no 
one can have such a knowledge who 
spends all of his time in his office or at 
his desk. One of the best ways to find 
out about factory costs is to get out 
into the factory. Observe what is going 
on, talk to the people who are run- 
ning the factory, and you will quite 
likely find the answers you seek. By 
doing this you will perform a real 
service to the men who are running 
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the factory and are responsible for the 
cost of operation. 


Areas In Which Information 
Is Most Needed 


Now let us examine the kinds of 
things which management needs to 
know and which the accountant can 
so well provide. The management of 
a company or an individual depart- 
ment in a plant needs to know rather 
promptly where it stands. Management 
wants to know, for example, the 
amount of its investment in inventory 
and the factory foreman must know in 
the same way the size of the inventory 
in his department. He must be sure at 
all times that he has a sufficient supply 
of all the parts and the raw materials 
which are required to operate the de- 
partment efficiently and without incur- 
ring excess cost. At the same time, he 
cannot carry unduly high inventories 
because this ties up too much money 
and increases the risk of loss from ob- 
solescence. Accountants are all more 
than familiar with the balance sheets 
or statements of financial condition 
which many companies publish and 
issue to their stockholders. These are 
useful statements, but the management 
of the company must know consider- 
ably more about its condition than 
can be learned from such published 
statements. This means that each such 
statement must be broken down accord- 
ing to the responsibilities of various 
managers. 

In addition to knowing where we 
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stand, we must know how we 4% 
there, and this gets into the broad gy 
ject of all kinds of operating report 
We must know what it costs to 
and to sell our products, and how 
much we receive from them, for th 
difference is profit and that is certaial 
an important subject. We must know 
the areas in which management eg 
operate to improve efficiency—to mim 
imize waste and reduce cost so that we 
can deliver our products to the com 
sumers at a fair price and, at the ma 
time, earn a fair profit on the inve 
ment of our stockholders. Accou 
are extremely helpful when they. 
able to study and analyze the ope 
ing statements and point out to | 
management of a company the ti 
which might require attention and oof 
rection. 
Management must know the 
tionship of profit on a given p 
to the investment required to 
that profit and the accountant s 
be in a position to provide this i 
mation. I think I am safe in 
that no company has an uni 
supply of capital to invest and t 
choice often must be made b 
several proposals for investment | 
available funds. The matter of 
relative profitability of such propos 
is certainly of prime importance @ 
it is the accountant’s job to pres 
this information clearly when 
needed. 
It is certainly not enough to 
where we are and how we got 
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the management of a well-run com- 
pany must also know where it is going 
and what the future holds for that 
company. You may say that this is the 
job of the economist or the profes- 
sional forecaster but it is the ac- 
countant’s job, too. We all talk a great 
deal about standard costs, which are 
really nothing more than some very 
sound ideas as to what we expect it 
will cost to make a product. This same 
approach can be, and should be, ex- 
tended to budgeting or forecasting the 
complete operating statements of a 
company so that its managernenit can 
have some very definite ideas as to 
what is ahead. 

In this area accountants can be at 
their creative best. This is the place 
where an accountant can demonstrate 
his ability for analysis and imagina- 
tion, and where he can show whether 
or not he deserves to move up higher 
in management. This phase of ac- 
counting is somewhat removed from 
the ordinary routine of recording and 
analyzing transactions. It is, however, 
a most important job which must be 
done, and the accountant by virtue of 
his training and experience is well 
qualified to do it. If you are not now 
engaged in this sort of activity in 
your company, I suggest that you give 
it some serious thought, because I be- 
lieve you can be of great help to your 
management if you can develop ways 
and means of forecasting results in the 
future. 
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Accountants In Top Management 

Accountants have a high respect for 
fact finding and for accuracy. They 
are analytical. They have a splendid 
opportunity to observe all phases of 
the operations of their companies and 
they follow in the accounting tradi- 
tion of some of our outstanding in- 
dustrial leaders who have built their 
careers on a base of early accounting 
training. Some of these men are: 

Ernest Breech, 

Chairman of the Board, 

Ford Motor Company 


Frederic G. Donner 
Chairman of the Board, 
General Motors Corporation 
Charles Cox, 

President, 

Kennecott Copper Corporation 
Stanley C. Allyn, 

Chairman, 


National Cash Register Company 
Charles R. Hook, 

Chairman, 

Armco Steel Corporation 

W. Alton Jones, 

Chairman 


Cities Service Company 
Roger M. Blough, 


Chairman, 
United States Steel Corporation 


C. R. Smith, 

President and Director, 

American Airlines, Inc. 

Accountants are important members 
of management. They are not just a 
couple of guys named Joe who sit in 
the corner on high stools and “keep 
the books.” Accountants have a seri- 
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ous responsibility to keep management 
aware of the current status of the 
patient—with up-to-the-minute data, 
intelligently and clearly presented, and 
forcefully sold. Accountants can be 
creative members of management and 
can contribute to the profitability of 
an enterprise if they see their roles as 


transcending the mere custody of yep 
terday’s results. It is good to know 
that we won yesterday's game and 
the complete box score is, but itis 
tomorrow's game that counts 
more. And accountants can be impor. 
tant factors in how tomorrow's ball 
game comes out. ra 
ie 
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ARE YOU BREAKING EVEN ON YOUR REPORTS? 


(Continud from page 42) 
next issue is received? An in- 
formal phone call to each sec- 
retary might provide some in- 
teresting answers. 


. How often are inquiries re- 
ceived relative to the data 
presented in a report? If the 
accountant knows from expe- 
rience that certain data is of 
critical nature and should be 
very meaningful to manage- 
ment, then a lack of response 
may indicate management's 
inability to absorb the present 
volume of reports received. 
The saturation point has been 
reached. 


. What type of inquiries are re- 
ceived? If the inquiries re- 
ceived are of a nature which 


could have been answered by 
digesting the contents of the 


report, then something is 
wrong with the report. Per. 
haps the format is too com 
plex or presents too much ex © 
traneous data. What highlights 
would the plant —— be 
interested in? A substitute — 
report might be considered. 


These are but a few of the many 
rules of thumb which might be used 
However, this is an unending respon 
sibility. The accountant cannot sit 
back after the last report is out and 
congratulate himself on his ability @ 
meet the deadline; he must constantly 
re-examine the ultimate value of his 
efforts. He must stay above the beat 
even point. 
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Producing Production Standard Costs 
On a Computer 


by VERNON H. BIRTHISEL 


a ARTICLE DESCRIBES how one large company, using standard costs for its 
continuous process operation, is solving the problem of speeding up account- 
ing information to be used by management, through the use of cost information 


developed on a computer. 


Company Background and Operations Involved 


Prior to 1955 our standard costs were calculated manually and the system as 
opetated at all plants was based on composite cost standards. Although this 
method had been used many years for valuing production and inventory, ex- 
planation of manufacturing variances was, at best, a “broad-brush” approach. 
In January 1955, management approved the development of individual plant 
standard cost rates to be used in the development of standard production costs 
and the subsequent valuing of finished goods inventory. This was done through 
the use of conventional tabulating equipment which had been installed in each 
of our plants. The change was a considerable step and involved a great amount 
of co-ordination and a great amount of detail, and would not have been possible 
had we not had tabulating equipment. Even with this approach, all statistics 
and rate development were developed on a manual basis and merely punched 
into cards and calculated on an IBM 604 calculator. 

This still left us with such considerable detail that it was necessary to start 
the job in early spring for completion in November, at which time we put the 
new rates into effect. In the fall of 1956, when we were again revising standards, 
we followed the same procedure up to card punching but, instead of calculating 
with a conventional calculator, we rented a computer, which reduced the calcu- 
lation time from a matter of weeks to three days. Still such problems existed as 
a need for more accurate standards, the ability to explain variances and stand- 
ards, and the ability to better value our inventories and revise standards quicker 





VERNON H. BIRTHISEL, Toledo Chapter, 1956 is with Kimble Glass Company, a sub- 
sidiary of Owens-I!linois Glass Company. Mr. Birthisel previously served as a Research 
Cost Analyst for Owens-Illinois Glass Container Division. 
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EXHIBIT 1 


and closer to the date of our cost changes, both labor and material. These cost 
changes were showing up as variances. 

During this period, our company management started a feasibility study on 
the installation of a computer. The study included evaluation of the economies 
which would result from cost rate development with the computer, in addition 
to making this process quicker and more accurate. The acquisition of an elec 
tronic computer in 1957 provided us with the facilities to obtain detailed break- 
down of production cost virtually impossible under any manual system. 

The continuous flow or process of materials through the plant operation, 
depicted in Exhibit 1, is roughly as follows: 

1. Raw materials such as sand, soda ash, and limestone are mixed and 
the mixture delivered to the furnaces to be melted. 


2. The molten glass is fed to the various machines, where the bottles 
are pressed or blown into the various sizes and shapes. 








3. The ware is annealed or heat-treated for strength. 


4. After cooling, the bottles are inspected, packaged, and warehoused, 
or shipped, depending on the schedule. 


N.A.A. BULLE 












Ev 


/ 
As w 
varion 
step 1 


center 


FEBR 








5. To facilitate this operation, each plant has various other depart- 
ments, such as machine repair and mold repair, to service the man- 
ufacturing units, plus general factory administration departments 
and personnel, including a plant manager, an accounting depart- 
ment, a service department, a personnel department, and purchas- 
ing. 


Development of Statistics and Rates 


The steps taken to develop standard costs through the use of a computer for 
purposes of analysis, valuing finished goods and supplying management with 
current cost data are several in number. First, the statistics are developed from 
item run reports. The method used is to accumulate the various statistics, such 
as weight, set-up time required for each run of the particular items over a 
specified period of time. These are punched into cards and, at the time of 
standards revision, the various statistics are reduced to usage per item, weight 
per item, or any applicable unit. These figures, when developed, are the standard 
statistics for the various items and are considered valid until subsequent revision 
is ordered or desired. 

As costs were already broken down into process centers for wisich @ rate was 
developed that could be applied to some unit such as weight, units per hour, 

































Ba etc., to get the cost per unit for a step or part of the total cost of processing the 
finished goods, it was only necessary to break the rates into finer divisions for 
cost analysis in comparison with actual cost. By way of illustration, let us say that 
we manufacture various sizes, shapes and designs of units of the same material. 
on There are various forming machines which produce these finished goods at dif- 
nies ferent rates and capacities. Set out below are the various stages through which 
tion the unit must process to become a finished product. 
clec- Manufacturing centers Units of measure 
eak- 1. Raw material Weight 
2. Set-up cost Time 
tion, 3. Forming cost Units per hour 
4. Packaging cost No. of pkgs/100 
5. Warehousing cost No. of pkgs/hour and space used 
6. General Re-loaded to centers above 


Even though the rates were based on the various centers prior to this time, 
only the total cost, direct and fixed, was used to get the cost of production. 
As we might produce 10,000 items in a month, it was impossible to extend the 
various manufacturing centers manually for comparison purposes. The first 
step was to develop the rates so that they could be compared to actual cost, by 
center, with production extended by standard rates. The following breakdown 
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was made and a rate developed for each cost band, such as direct labor or . 


terial, etc.: 
Cost Direct Fixed Exp. app.* 


Mfg center band Labor Mil. Labor Mil. Labor Mil. Depr. i 


Raw material 01 
Set-up cost 02 
03 x xX X 9g 
Forming cost 04 
Pkg. cost 05 
06 x xX 
Storing 07 
08 Xx Xx 
General 09 xX Xx x 


* Management approved expenditures covering unusual or major expense and 
items, as requested by individual plants, e.g., repairs to buildings or equipment. A 
year experience is used in developing standard allowances for this type of manufacturing 
expense. 

The rates are then supplied to the tabulating department in a predetermined 
order and form such as shown below: 

Cost-Raw Materials Band 01 


Computer location Run Rate 
1420 l $1.0000 


From this information the rates are punched into cards and, in turn, trame 
ferred into single instruction load cards for storage on the magnetic drum of the 
650 computer. Any rate on a cost band is applied against a unit of measure for 
that cost band to develop the standard. For example, take Cost Band 01 Raw 
Materials, illustrated in Exhibit 2, where the unit is weight (in pounds), The 
rate for Cost Band 01 is stored in the 650, by factory, from the rate cards. As im 
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put cards are processed, this rate is applied against the weight and the result for 
Cost Band 01 is punched into a separate output card. In addition, the result 
must be added to all other costs to produce the total direct cost in separate 
output cards. This procedure is followed through the cost bands until all of the 
output cards are produced. Output cards have several cost band standard costs 

ed in each card. This is done for each cost band by item in the computer 
program, the finished product being standard cost by cost band by items manu- 
factured. Any new items are run each month to keep the listing complete. The 
chart in Exhibit 3 explains the flow of the data processing operation. 





FLOW OF STANDARD COST DATA 





Develop Develop 
Statistics at Rates 
each Factory by Band 
. by Item l 

Punch Statistics Computer Punch Rates 
into IBM Cards & — » Calculationof ¢€— into 
Reduce into Input Standard Costs IBM Input 
Cards per Item at 

Revision Date i 


Send Output Cards 
to Factories 
for Use in Valuing 
Inventory, Variance 
Determination and 
Explanation, etc. 











EXHIBIT 3 


The nature of our manufacturing operations do not lend themselves to ac- 
cumulating actual costs by item within each cost band in many of the processes. 
For example, one furnace may be supplying molten glass to as many as seven 
forming machines at the same time, with a different item being produced by 
each machine. However, it is practical to accumulate the total actual cost of each 
process for a period by cost bands. Applying the standard costs for each cost 
band in the process by the number of usable pieces of each item produced, we 
arrive at a standard or allowable amount for each cost in the cost band. The 
standard for the cost band for the period can then be compared with the actual 
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and the cost variance identified. Where it was formerly possible for us og 
to know how the entire process measured up to a standard, we are now abl 
break the process down into the various aspects of the different cost bands ag 
thus make our standard costs a much more valuable tool in controlling costs 
exploring variances. 

While any properly set standard or yardstick has a real value, the stands 
cost system is at its best when the standard established reflects a realistic or ab 
tainable goal. Two basic factors of standards do change from time to time 
First, the basic statistics will change due to more efficient equipment am 
methods and length of production runs. To facilitate the periodic changes 
necessary in this phase of standards, the statistics of costs experienced in 
plant are summarized each month by item as a by-product of normal cost co 
tion and comparison. The summary cards are then available for input data in tik 
computer to develop revised statistics. The second factor affecting standards & 
change in labor rates and raw material costs. These can easily be revised 
applying a percentage increase as applicable to the various cost bands, and 
speed of the computer assures a quick application for all 10,000 items in 
minimum of time. 


Advantages Realized 
Some of the advantages of having a detailed program such as this are: 


1. Gains and losses (standard cost compared to actual cost) can be 
analyzed by cost band. 
. Variance due to spending volume and efficiency can be readily 
determined. 
. Rates can be changed individually by band or group of bands to 
reflect changes in cost levels. 
. Reports serve both financial and production management in that: 
a. Large manufacturing gains and losses are explained each month. 


b. Areas of production are “‘price-tagged” by comparison of cost 
at actual by item to standard cost at the predetermined effi- 


ciencies expected. 


i 

4 
ee 
w 
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In short, we are just beginning to use the information available and are striv- 
ing to place more work on the basic program. Profit analysis by item, types 
items, plant profits and forecasting are fast beoming a by-product of the pr” 
gram outlined, all of which are designed to supply management within financial 
or production areas with pertinent cost information which is accurate, cu 
and adequate. 
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Let's Stamp Out Bootleg Figures 






by JOHN N. MERRILL 






T” ACCOUNTANT ANSWERS HIS PHONE and finds the president of the corpo- 
ration on the line. “I just received your unit cost report,” sputters the presi- 










a > dent angrily. “Why does it show the cost of tankets at fifty cents? The boys in 
at production told me at lunch yesterday that it only costs them twenty cents to 

make a tanket.”’ . . . The controller attends a top level meeting in which selling 
prices are being discussed. He comes armed with the latest production costs 
: developed by his cos* accounting department. As the meeting progresses he 
ia suddenly finds himself in a violent and dangerous argument with the produc- 
ards tion superintendent over manufacturing costs. . . . The plant planning com- 
od bee mittee receives an analysis from the accounting department showing that a new 
nd the plant location would be highly profitable. This report is just the opposite of a 
_ similar analysis submitted by the production department which shows the costs 


of the proposed new operation to be prohibitive. 

None of these situations is new to the accountant. In one form or another 
he has run into them again and again. It is unfortunate, but rare indeed is the 
company in which these and other similar situations do not occur all too fre- 
quently. Even more unfortunate is the fact that nine out of ten of these situa- 
tions need never arise. And, further, the same number can be traced either 
directly or indirectly to one man in the organization—the bootlegger. Who is 
this man who persistently sabotages the accountant’s reports and needlessly take 
up countless hours of top management's time? Every accountant has met him 
and knows him well. He is simply the man who persists in developing and 
compiling his own facts and figures, the man who prepares his own reports of 
costs, sales, and other vital operating data. He is the man who spurns the ac- 
countant’s reports in favor of his own. He is the man who comes up with 
“pack-alley” figures and uses them without license. He is the figure bootlegger. 

















The Causes of Figure Bootlegging 





This man can be found lurking in any corner of the organization. Often he 
makes no attempt to conceal himself but openly flaunts his figures. But far 
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more dangerous is the bootlegger who operates in secret. Even the acco 
own division is not safe from bootleggers. It is not uncommon to find be 
leggers firmly entrenched in any of the various sections of the accounting de 









partment, itself. But the bootlegger is most often found where he is far more 
dangerous to the corporate society, outside the accounting department. 

It will be noted below that, while the figure bootlegger may be The 
he may, on the other hand, simply be unaware of what it is possible for ac c 
countants to supply. Any number of reasons for the existence of the * 
can be suggested, but several stand out above the rest. Some of them Point ab 
to neglect on the part of the accountant, the principal ones are: vA 

1. The bootlegger feels that the time lag in the accounting reports vin 
currently being supplied to him is so great that, when he finally aga 
receives them from the accounting department, they are of little ie 
value to him as an operating tool. He wants information that he 
can use to help him run his part of the business, and the sooner fig 
he gets this information the more effective job he can do. He eff 
recognizes that outdated information is almost as bad as (and in 
some cases worse than) no information at all. hat 

2. The bootlegger has no confidence in the accuracy and reliability lat 
of the data supplied him by the accountant. He may have a point eff 
there. Just as bad as untimely data is data that is inaccurate and ess 
unreliable. After a department manager has burned his hands a - 
few times on information he cannot trust, he will turn to other 
sources—he will very likely turn to bootlegging. de 

3. The bootlegger finds himself unable to interpret the information a 
supplied to him by the accountant. Reports that are not clear, that - 
are difficult to follow, and that are full of the technical terms and = 
peculiarities dear to accountants, but unfortunately little under- is 
stood by people with no training in accounting, very soon end up 
in the waste basket. Again, the bootlegger looks elsewhere for the ti 
information he needs. li 

4. The accounting department is not supplying the bootlegger with it 
the information he needs. No man can run his organization at t 
top efficiency without certain statistical data. If he cannot get this ‘ 
data from the authorized source, the accounting department, he 
will begin to look elsewhere. Because he has to have this infor- h 


mation to make his organization operate at its peak, he will find it j 
somewhere. 


E 

5. Functional responsibility for the development and disbursement . 
of statistical information has not been established. If the account- t 
ant’s responsibility has not been clearly defined, the bootlegger | 
may not know where to turn for information. He may not even ( 
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be aware of the availability of certain information he needs. He 
may never even consider the accountant as a source and, if the 
accountant does not make his services known, bootlegging can 
easily develop. 


The Price Paid for Accepting Bootleg Figures 


One reaction to this problem, and unfortunately one too often taken, is to 
say “So what!" What harm can a few ‘back-alley’ figures do? Or even granting 
that bootlegging is not a desirable practice, is it a serious enough problem to 
warrant concern?”” A few moments’ serious reflection should be enough to con- 
vince anyone that a real problem lies in these unauthorized “facts.” Consider 
again the cases set forth at the beginning of this paper. The reader will surely 
be able to think of many such examples within his own company. Not much 
figuring is needed to see that they can be a real millstone around the neck of 
efficient management. Let us take a look at a few of the more obvious costs. 

First of all, bootlegging results in a needless duplication of effort. On one 
hand, we have the accounting department set up for the purpose of accumu- 
lating the data needed to run the business. Presumably a lot of thought and 
effort has gone into working out a systematic method of developing and proc- 
essing data. The bootlegger duplicates on a smaller scale (and there are even 
some cases in which he operates on a larger scale) the work of the accounting 
department. Here is a costly waste of time and of manpower, and an employ- 
ment of people where they are not best suited. The accountant is a specialist 
in the processing and accumulation of data. The operations man is a specialist 
in the managing of his department. When he devotes time to accounting he 
is pulling himself away from his specialty, and the company is the ultimate loser. 

Even more important than the cost to the company in lost time and duplica- 
tion of effort is the possible loss that may arise because of reliance on unre- 
liable data. The accountant is in a better position to come up with more mean- 
ingful and reliable data than the bootlegger. The accountant is a specialist in 
the gathering and evaluating of data to demonstrate a particular situation or 
set of facts. He has learned to be critical and to spot inconsistencies. Because 
he deals in figures that show the picture for the total company as opposed to 
just one segment of it, such as the bootlegger’s department, he is in a far better 
position to insure reliability. He has learned to rid himself of the prejudices 
so frequently observed in various other members of the organization, such as 
the salesman’s chronic optimism and casualness and the production man’s chronic 
pessimism. He is an expert at toning down unwarranted optimism and dis- 
counting the tears of the “worry warts” in production. Too often the boot- 
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legger will see only those “facts” which bear out a preconceived opinion; | F 
accountant has learned to let the facts speak for themselves. a 

Bootlegging also has an inherent characteristic. It tends to grow. As t 
bootlegger finds that his new data served his purpose (or at least thinks 
does), he will be more inclined to use his new sources again. Further, as he 
continues to do this, he will feel that he has less and less need for the services, 
offered him by accounting. He will not only rely less on accounting than 
before, but he will become less cooperative when the accountant comes to 
for information. The obvious result of this is that the accountant will be we 
far worse position than he was at the start to offer information that will help 
to eliminate bootlegging. 

Bootlegging can and often does lead to management frustration. Recall he 
a moment the case, cited at the beginning of this paper, in which management 
received two entirely different reports on the advisability of building a new 
plant. Admittedly, a diversity of opinion is desirable, but when management is 
continually confronted with conflicting reports, presumably coming from the 
basic data, the result can be extremely frustrating. 

Bootlegging also often leads to management's making decisions without rea 
izing the source of figures. Reports often find their way into top management 
conferences which presumably contain figures based on detailed cost studies 
prepared by the cost accounting department in which management has learned 
to have great confidence. These reports may, in fact, be based upon the boot 
legger’s figures. This hazard can be greatly reduced by a management directive 
that all figures come from the cost accounting department. But, unless mam 
agement is aware of the source of the figures, unless the bootlegger’s activities 
are uncovered, there will never be any reason for suspicion and such a directive 
will never be issued. 

Good ideas may never reach top management because of the bootlegger's 
activities. Consider the man in research who comes up with an idea for a prod- 
uct change or the sales manager who dreams up a new product. As is often 
the case, he will call the production department to find out if it is practical to 
make the new product and the cost involved. A conscientious production man 
will refer the question to the cost accounting department for an answer. How- 
ever, if he is a bootlegger (for any or all of the reasons heretofore cited), he 
will offer a cost derived from his own sources. This cost will very likely be” 
prejudiced by his own desires as related to production. Thus, if the stated costs 
are prohibitive, a good idea may be killed on the spot and never given a serious” 
evaluation. 

Bootlegging can also lead to the corruption of the attitude of the scountng | 
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department, itself. Continually confronted by figures coming from the boot- 
legger, which tend to contradict his own figures, the accountant may soon de- 
velop a defensive attitude. He may lose his objective and seek to disprove the 
bootlegger’s figures, whether they be right or wrong, rather than to evaluate 
the situation on its own merits. 

But by far the worst danger of bootlegging lies in the use of off-the-cuff 
figures in making management decisions. A business can be efficiently run only 
by making decisions on the basis of all the facts. This is true whether it is a 
case of the president deciding on a vast new course of action or radical change 
in policy or whether it is a department manager deciding to drop one or two 
men from his production force. These decisions can be only as good as the 
information on which they are based. If the data is faulty, very probably the 
decision will not be the best. Someone once said, “Give me complete and accu- 
rate information on which to base my decision and I won't have to make it.” 
Reliable data in a usable form will speak for itself. Translate these poor deci- 
sions, based on the bootlegger’s figures, into dollars and cents and the cost can 


be staggering. 
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Who Can Eliminate the Bootiegger—And How 


Should the bootlegger come to the attention of top management and should 
he generate enough concern, his actions may be considerably curtailed by execu- 
tive order. But the price of this curtailment will be reduced efficiency, lower 
morale, and general ill-will. Probably no person in the organization is in a 
better position to stamp out the bootlegger than the person who let him prosper 
in the first place—the accountant. Edicts from top management will help, but 
only one thing will really eliminate him. That one thing is accounting infor- 
mation furnished by the accounting department which fulfills the needs of the 
people who turn to bootlegging. 

Weeding the bootleggers out of an organization will not be an easy job. It 
will mean a real effort on the part of the accountant. Probably he will never 
be able to eliminate the bootlegger completely. However, 90 per cent success 
will be a great help to the company, or even 75 per cent. There are a number 
of things the accountant can do, a number of areas in which he can concentrate 
his efforts in an attempt to bring about an end to the bootlegger. Some are 
indicated below: 

1. Reduce the time required to get operating information into the 


hands of the people who use it. This has long been one of the 
major problems of the accountant, and there is no simple solu- 
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tion. But, by being constantly conscious of the problem and con- 
tinually seeking ways to reduce time lags, many shortcuts can be 
uncovered. One possible way to reduce the amount of time needed 


to get the information to the potential bootlegger is to eliminate 


needless detail from reports. Insistence in working out figures to © : 


the doilar or even to the penny often means needless hours spent 
in the preparation. How much more does it help a man to tell 
him that his variance was $9,000.09 than it does to tell him that 
he had a variance of $9,000? Again, the insistence that reports 
include every possible type of expense or sales data on every sin- 
gle product, as opposed to general classifications, can very well 
mean needless effort and late reports. 


. Work more closely with operating people. To often the account- 

ant has a tendency to contemptuously discount the help that oper- 
ating people can give him in the preparation of information. 
Without the cooperation of the operating departments from which 
his data must ultimately come, the accountant cannot expect to do 
an efficient job. The accountant, always pressed for time, feels 
that he cannot afford to take an hour or two to talk over the 
situation with operating people. But this is just what he must do, 
and he will be well rewarded for his efforts. Cooperation can 
only come through understanding—in this case, understanding by 
the accountant of the production man’s problems and understand- 
ing by the production man of the accountant’s problems. One of 
the surest ways to obtain the cooperation of an operation man is 
to get him to participate in the development of the accounting 
system. Standards, for example, should only be set in conjunction 
with the man who will have to perform against them; and, if he 
has a chance to help work out the production costs of an item, he 
will be far less likely to stand up and dispute them later. 


. Develop more meaningful reports and better forms of presenta- 
tion. Too often the accountant gives the production man a report 
that tells him what the accountant thinks he should know. Worse 
yet, these reports are usually loaded with technical terms and can- 
not be understood outside of the accounting department. Just as 
the accountant should be constantly looking for ways to reduce 
the time lag of his reports, he should be constantly looking for 
ways to make them more meaningful. In addition to the usual 
review each report should receive when it is issued, each should 
periodically be analyzed to determine its effectiveness. Does it tell 
what it is supposed to tell? Does it give this information in the 
best possible form? If it does not, it should be revised. Another 
thing that can be done along these lines is to review the report 
with its users. If the accountant understands the use to which in- 
formation will be put, he can make use of his training in the field 
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of data handling and reporting to come up with improvements. 
Also, the user is in an excellent position to offer good suggestions. 

. Constant effort should be made to keep clerical errors at an abso- 
lute minimum. Nothing can kill respect for a report quicker than 
errors in arithmetic, in coding, and in classification. If one mis- 
take is found in a report, the whole report is likely to be dis- 
counted as unreliable. 


. Accounting as a service should be “sold” to the rest of the organi- 
zation. Very few members of an organization really have a com- 
plete understanding of the scope and number of uses to which 
accounting information may be put. It is the job of the account- 
ant to see to it that others know what he can do. He has a wealth 
of information gathered in one form or another. This informa- 
tion should be put to use, but it never will be unless its value can 
be appreciated. 


More Useful Accounting, Less Bootlegging 


Figure bootlegging is a common practice in modern business and one which 
costs a company an immeasurable amount of money each year. One bad deci- 
sion made on the basis of bootlegger information might even wipe out a com- 
pany. The job of reducing the activity of bootleggers lies squarely on the 
shoulders of the accountant. Once other members of the organization begin to 
feel that they can rely on the accountant and his reports, once they see that his 
services can be of real value to them in running their operations, and once they 
feel that they are getting the information they need, they will begin to give up 
keeping their own records and put record-keeping back where it belongs—in 
the accounting department. There is no easy way to accomplish this. But, when 
line men begin to feel that the accountant is there to help them, not merely to 
draw up a report card that affects the size of paychecks and frequency of pro- 
motions, the bootlegger is on the way out. This is the end toward which the 
accountant must constantly be striving. 
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Fixed Asset Identification—A Must ; BU 
by WAYNE W. THOMAS* | 

























© INCIDENTS IN OUR COMPANY vividly illustrated the correctness of a B 
culled from a Bulletin article of several years ago that, “Property records 

but current are obsolete and are of little value to management.’ (Shoreland C. : eren 
“Property Records Have Heightened Relevance Today” N.A.A. Bulletin January 19 in d 
In these cases, proper verification had not been made of the completeness of fixed sam : 
records. When an expensive electric motor was reported stolen, it was found that tons 
record had been made of the serial number. This company carries no insurance on ie shall 
producing field equipment (in effect relying on “‘self-insurance”) and the ¢ f 
recovering this item by law enforcement agencies were nil as a result of the a -_— 
being unable to furnish the serial number. In another instance, a tank installation to po 
struck by lightning and was destroyed by fire before the equipment charged to the : pas 
tion had been verified with the accounting records. As a result, some doubt existed as te 
the exact financial loss. In companies in which insvrance would have been involved | up a 
either of these cases, the failure promptly to identify and verify the fixed aseets at the tions. 
time of acquisition might have resulted in disallowed claims. B: 

This suggests implementation of a sane plan for asset identification. In the Th 
office furniture and fixtures, extreme difficulty is always experienced in correctly i ards ; 
ing individual items of a similar type such as chairs, desks, and filing cabinets, as i Bud 
as two years after acquisition. In our case, this impleme tation included taggingss &° 
marking all general assets that had been capitalized. Since producing property cost. 
installed are for the most part permanent, a physical inventory, including i tiod t 
by manufacturer's serial number, model, make or description, suffices to verify the 
office accounting records. 3 ments 
Grinittalataadle a other 

* Chief Accountant and Assistant Secretary, TXL Oil Corporation, Dallas, Texas. and sal 
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BUDGETED AND STANDARD COSTS—DIFFERENT AND ALIKE 
by G. A. Anderson* 


agin AND STANDARDS are not 
the same thing. They have diff- 
erent purposes and are set up and used 
in different ways, yet a specific rela- 
tionship exists between them. We 
shall discuss here some of these dif- 
ferences and similarities and attempt 
to point out some of the ways in which 
standard costs can be utilized to shape 
up and reinforce budgets for opera- 
tions. 

The first distinction between stand- 
ards and budgets is one of purpose. 
Budgets are statements of expected 
cost. At the beginning of a given pe- 
riod they are used to forecast require- 
ments of finance, manpower, and 
other variables related to production 
and sales. Later on in a given period, 
they are used as a comparison to be 
sure that actual costs are not exceed- 
ing expectations. Standard costs, on 
the other hand, do not necessarily 
show what costs may be expected to 
be but, rather, what they might be if 
certain highly desirable performances 
are attained. For this reason they can- 
not be used alone for forecasting. 

The second distinction is one of 
emphasis. A budget emphasizes cost 
levels that should not be exceeded. If 
they are exceeded, then the whole 
foundation upon which profits are pre- 
dicted is jeopardized. But a standard 


* Controller, Bassetts Dairy Products, Inc., 
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emphasizes the levels to which costs 
should be reduced. If these levels are 
reached, profits are increased. Costs 
are not to exceed budget; they are to 
approach standard. 

A third distinction is one of com- 
pleteness. Budgets are customarilr set 
for all departments in +h: company, 
from sales to manufacturing. Not so 
for standards. They are set only for 
the manufacturing divisions. Budgets 
customarily include both income and 
expenses, whereas standards are more 
frequently set for expenses or costs 
only. 

A fourth difference is one of analy- 
sis and breakdown. If costs are within 
the budget, well and good.- There is 
no danger signal; it is not necessary 
to investigate the reason for the sav- 
ings. But, when actual costs differ in 
any marked degree from standards, 
the nature and cause of the variance 


should be thoroughly investigated so ° 


that steps may be taken to reduce its 
amount. Knowing why cost differs 
from budget, if it is less, merely tells 
us of good performances already at- 
tained—if it is more, it tells us of a 
highly perilous situation. 

These differences may be summa- 
rized by saying that a budget is a 
marker for keeping out of trouble, 
whereas a standard is a compass that 
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points the way to improvements. And, 
although standards and budgets have 
certain differences, they possess simi- 
larities also. These resemblances, in 
fact, are of such a nature that the ex- 
istence of standard costs greatly facili- 
tates budget preparation. 

The first similarity is that both 
budgets and standards attempt to pre- 
determine expenses. The budget and 
the standard have been set by records 
of past operational methods or proce- 
dures and have not been just set by 
hopes of the so-called “good pro- 
duction.” 

Secondly, both consider departmen- 
tal expenses according to accounts. 
Generally speaking, all departments 
have their sub-accounts. They have 
been budgeted a certain amount to be 
spent for specific uses and have their 
standards for these specific uses. If 
there are cost differences they should 
be investigated at the time they are 
happening. 

The third similarity is that both 
assume costs are controllable along di- 





rect lines of supervision and 


sibility. Here the supervisors are w 


sponsible to management not only for 
production but also for cost of 
duction. The supervisor should 
aware of the budget as well as the 
standards for his department. es 

Lastly, they both require the issu- 
ance of periodic comparative cost te 
ports When the costs are much highe 
or lower than the budgeted amount 
and are controlled by standards, these 
differences should be broken down 
management can see specific reasons 
for these differences. This should be 
done at the time of each interim te 
porting period. 

In conclusion, we would say tt 
budgets differ from standards 
in that they establish maximum per 
missible costs, whereas standards estab 
lish desirable minimum costs. The 
are similar to standard costs in ther 
methods of approach and measiie 
ment. If standard costs are known 
budgeted costs can be derived from 
them by the application of ratios. ~ 
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Beyond Chese Covers 


Books 


A Study in Liquidity 

William A. Paton Jr., Buream of Business Rv- 
search, University of Michigan, Ann Arbor, 
Mich., 1958, 176 pp. 


An “investigation of the impact of inflation 
on corporate monetary items,” this study 
takes off from the “fundamental tasks of 
the accountants.” It recognizes “aggregate 
monetary fund patterns” and “individual 
company patterns” of the effects dealt with. 


Sale-Leasebacks and Leasing 


Harvey- Greenfield and Frank G. Griesinger, 
McGraw Hill Book Co., Inc., 330 West 42nd 
St., New York 36, N. Y., 1958, 107 pp., $15. 


“In real estate and equipment transactions” 
is the sub-title of this explanatory work, 
the co-authors of which are an attorney and 
acompany treasurer, respectively. The book 
is arranged in three parts, one introductory, 
the second relating to real estate and the 
third to equipment. 


Montgomery's Federal Taxes 


Bardes, Mabon, McCullough and Richardson, 
Editors, Ronald Press, 15 East 26th St., New 
York 10, N. Y., 1958, $25. 


This is a 37th edition of what is probably 
the oldest continuously revised tax textbook 
(and reference book) extant. Not a small 
volume, it is equipped with a “how-to-use” 
preface occupying a single page and ex- 
plaining the arrangements and scheme of 
references utilized. 


Operations Auditing 


Institute of Internal Auditors, 120 Wall St., 
=, York 5, N. Y. Paper Bound, 1958, 
pp. 


Putting in print the addresses delivered at 
last May’s Seventeenth Annual Conference 
of the Institute of Internal Auditors, these 
published proceedings also include the In- 
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stitute’s annual Thurston Award paper, 
“Auditing the General Accounting Activity” 
by Edwards B. Murray, reflecting practice at 
General Electric Company. Among the titles 
of the conference addresses are “Manage- 
ment Services: The Roles of the Internal 
Auditor and the C.P.A.,” “Effective Man- 
agement Communications” and “Basic Edu- 
cation for Business and Life.” 


Tax Avoidance vs Tax Evasion 


* Sydney A. Guthin and David Beck, The Ron- 
ald Press, 15 East 26th St., New York 10, 
N. Y., 220 pp., $10. 


Repairs vs Capital Expenditures 


James C. Wriggins and George Byron Gordon, 
The oso 15 East 26th St., New 
York 10, N. Y., 1958, 144 pp., $10. 


Assignment of Income 


Don J. Summa, The Ronald Press, 15 East 
rm 5t., New York 10, N. Y., 1938, 131 pp., 
10. 


All three of these volumes are additions to 
their publisher's Tax Practitioner's Library. 
They are devoted to definitions, case cita- 
tions and clarification of moot points, so 


far as the current situation makes it possible — 


to be definitive. 


Elementary Mathematical 
Programming 


Robert W. Metzinger, Jobn Wiley & Sons, 
440 Fourth Ave., New York 16, N. Y., 1958, 
246 pp., $5.95. 


A current and complex topic in management 
and accounting practice is here presented. 
Intended as a volume which individuals not 
highly trained in mathematics will find it 
possible to read, this work is definitely 
mathematical, as it must be, but proceeds at 
a pace suited to the less initiated if they 
are willing to concentrate upon it. 
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Studies in the Mathematical Theory 
Of Inventory and Production 


Arrow, Karlin, and Scarf, Stanford University 
Press, Stanford California, 1958, 340 pp., 
$8.75. 


The inventory problem will be recognized 
by accountants in the terms in which these 
authors state it. To go further, a help is 
provided in the form of Chapter 3 which 
consists of summaries of the remaining 
chapters of the book. The studies as a 
whole are intensely mathematical in the 
character of their approach. 


New Techniques for Management 
Decision Making 


Franklyn A. Lindsay, McGraw Hill Book Co., 
330 West 42nd St., New York 36, N. Y. 
1958, 173 pp. (typewriter lettering), $15. 


Designated by its publisher as a “consultant 
report” on a current business problem, this 
work deals with techniques of mathematical 
analysis in solving problems in which un- 
certainty of conditions or complexity of cir- 
cumstances are marked characteristics. A 
section relates these techniques to financial, 
production and marketing problems. 


Instructional Material for 
Teaching Profit Sharing 
J. J. Jebring, Compiler, Profit $ 


search Foundation, 1718 Sherman Ave., 
ton, Illinois. Paper Bound, 1959, 58 PP, & 


Separately authored sections of this 
include papers on “Relationship of 
nomic Profit to Profit Sharing,” “The C 
ing Nature of Wages,” and “Ch 
Union Attitudes Toward Profit 
There is a list of topics for students pap 
a list of readings and some information 
profit sharing in other countries. 


Credit Manua! of Commercial 7 


Laws, 1959 

National Association of os 
Fourth Ave., New York 3, N. 
$12. 


_ 


The aiin of this edition, as of earlier on , 


is designated as to provide “an 
and condensed reference volume as a 
ing tool for credit and financial 5 
Coverage relates to the conventional 
divisions of commercial law, e.g. ¢ 
negotiable instruments and 
initial chapter deals with “1958 
and State Legislation.” 


NAT 


Articles 


Graphic = eae More Effective 
Management C 


Thomas S$. Dudick, The ~ November, 
1958. 


Fairly well filled with graphs (seven) and 
related tables, this article also has ample 
text to explain them. Depicted graphically 
are such topics as “Order Intake Versus 
Shipments and Backlog,” “Comparison of 
Sales and Inventories” and “Comparison of 
Seasonal Pattern of Sales With Pattern of 
Production Based on Number of Work- 
days.” 


Top Management Views 
Budgeting and Planning 


T. F. Bradshaw. Business Budgeting, Novem- 
ber, 1958. 


Representing that “the budgeting process 
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(has) been integrated into the m 

process” at his company (Atlantic 
Co.), the writer of this article port 
setting, achievement planning, cour 
ing, and related internal conditic 
reflected in this organization’s ex 


Techniques for Projecting 
Alternatives 


William L. Raby, 
1958. 


Use of mathematical forecasting 
cumulative projections” to envisi 
will happen under differing courses 
tion is advocated and explained in 
ticle, with special attention to acc 
projection, account by account and 
mary. These techniques are repre: 


The Controller, 


N.A.A. BU 
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means by which accountants can help man- 
agement to “pierce the fog that shrouds 
the future.” 


Management's Responsibility in 
Electronics Data Processing 
Program 


Herman C. Heiser, Journal of Machine Ac- 
counting, December, 1958. 


Essayed here are a classification of electronic 
data processing applications and exposition 
of the task of unifying such applications, all 
as an aspect of advances in scientific man- 
agement—and accounting. 


Procurement Auditing 
Ralph C. Moffitt, Internal Auditor, December, 
1958. 


The author of this article, who is Vice- 
President-Purchases of the United States 
Steel Corporation, discusses “the function of 
purchasing in terms of its recognition by 
management, standards of evaluation as re- 
lated to the field of purchasing and proper 
relationship between purchasing and in- 
ternal auditing.” 


Cost Justification: 
Rules of the Game 


Herbert F. Taggart, Journal of Accountancy, 
December, 1958. 


The intricacies of price variation justifica- 
tion on the basis of cost variations are ex- 
plored here, as related to defenses before 
the Federal Trade Commission under the 
Robinson-Patman Act. The history of the 
act is touched on and eight areas of fairly 
well-settled principle in respect of these de- 
fenses are identified. The article, which is 
extended in length and comprehensive in 
approach, is derived from the author's cur- 
rent book on this topic. 


Management Planning and Control 


Conference Papers, Canadian Chartered <Ac- 
countant, December, 1958. 


The papers here reproduced from the 1958 
conference of the Canadian Institute of 
Chartered Accountants are: “Long-range 
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Planning” by J. A. Des Rochers, “Money 
Management” by Trevor Moore, “Control 
and the Long Tterm Plan” by R. D. Arm- 
strong and “Essential Elements of Control” 
by Roland Chagnon. All are comprehensive 
and perceptive in character. 


How to Evaluate New Capital 
Investments 


Jobn G. McLean, Harvard Business Review, 
November-December, 1958. 


Subtitled, “Don’t Count your cash before 
it is discounted,” this article opens three 
questions and contains descriptions of 
“some of the answers developed by Con- 
tinental Oil Company.” The questions ask 
why return on investment figures are prefer- 
able to pay-out figures, what discount cash- 
flow procedures is likely to yield the best 
results and what “techniques and assump- 
tions” will prove most helpful in making 
“practical use” of the method. 


ADDRESSES OF PERIODICALS 


Business Budgeting 
528 W. 12 St., Covington, Ky. 


Canadian Chartered Accountant 
69 Bloor St. E., Toronto 5, Ont., 
Canada. Simgle copy: 60¢. 


The Controller : 
2 Park Ave., New York 16, N. Y. 
Single copy: 60¢. 

Harvard Business Review 
Soldiers Field, Boston 63, Mass. 
Single copy: $2. 

Internal Auditor 


120 Wall St., New York 5, N. Y. 
Single copy: $1. 


Journal of Accountancy 
270 Madison Ave., New York 16, 
N. Y. Single copy: 85¢. 


Journal of Machine Accounting 
208 S. Main St., Paris, lil. 
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From Che Juside 


Page 19: “Ii bas been suggested that index numbers, such as the ¢ 
cost index of the U. S. Department of Commerce, be used to adji 
amount of depreciation charges to replacement values. Index numbers jn 
duced by a government agency seem to hold out the hope of a uniform 
of adjustment of depreciation which would provide reasonable equity to% 
businesses.” 





Page 28: “The commission has compiled a list of service lives and deprecia. 
tion rates for each type of property item. This list is used by all component 
of the atomic energy program; therefore, a machine used in Oak Ridge, Ten 
nessee, is depreciated at the same rate as a similar machine used in Hanford, 
Washington.” 





Page 43: “One area of accounting in which little practical work has bem 
done and which may well be the most overlooked field in accounting today iz: 
‘accounting for inflation.’ Within this area, the accountant will find tha 
serious study can help bis management.” 





Page 55: “Jt bas been shown that, in some cases, economically sound de 
cisions depend on two separate sets of transfer prices, marginal cost for the 
buying division and final selling price, less cost to complete and fair retum 
to subsequent divisions, for the selling division.” 





Page 69: “In the preparation of the closing schedule, it was necessary 
schedule the tabulating department and the remaining office functions in deal. 
Deadlines were established in terms of work days amd specific times.” 





Page 74: “Management must know the relationship of profit on a given pre 
uct to the investment required to make that profit and the accountant 
be in a position to provide this information.” 





Pag 87: “But by far the worst danger of bootlegging lies in the use of of 
the-cuff figures in making management decisions. A business can be ¢ ficient 
run only by making decisions on the basis of all the facts. This sim 
whether it is a case of the president deciding on a vast new course of ali 
or radical change in policy or whether it is a Cepatment manager decidingt 
drop one or two men from his production force.” tj 





